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Fundamentals of Accounting 
(Third Edition) 


By Perry Mason and Sidney Davidson. 
Tue Founpation Press, Inc., Brooklyn, 
N. Y., 1953. Pages: x + 516 (text) + 
385 (problems ) + 9 (index) ; $5.75. 


This textbook is designed for first-year 
accounting instruction at the college level but 
is not intended for freshman use, according to 
the authors. The scope of the content and 
the level at which the material is presented 
reflect this aim. There are inquiries into the 
nature of income and revenue and into the 
effect of price-level changes. Two chapters 
are presented dealing with published financial 
reports and treatment of the graphic presen- 
tation of data is included. Throughout, the 
management viewpoint is adopted and the 
procedural aspects of accounting are devel- 
oped as methods to achieve the goals of 
management. 

The student is brought promptly and effi- 
ciently to a consideration of present-day ac- 
counting which is influenced so strongly by 
the industrial corporation. The corporate 
form of organization is mentioned in the first 
chapter, as most important from the stand- 
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point of business carried on. Thereafter, jl- 
lustrations are principally drawn from the 
corporation standpoint until Capital Contribu- 
tions are discussed in detail in Chapter 24 
and Retention of Net Income in Chapter 25, 
Production, or conversion, is introduced in 
Chapter 4, manufacturing accounts are devei 
oped, and a simple schedule of production 
operations is presented. The problems ot in- 
dustrial production are kept in view until the 
conventional accounting’ cycle is completed 
with a chapter on Reporting and Closing 
Then, just beyond the middle of the bvuok, 
three chapters are given over to a detailed 
treatment of cost accounting. In this connec. 
tion, the authors were confronted with the 
problem of balancing the management view- 
point, which would suggest more explanation 
and discussion, with the bookkeeping view- 
point, which would suggest more illustrations 
of accounts, forms, and procedures. It seems 
impossible to do both well in the space of 
three chapters. Personally, this reviewer pre- 
fers to allow more attention to developing an 
understanding of the topic, subordinating the 
procedures, when a topic is introduced into a 
text mainly for completeness of the record 
and for its acquaintance value. One could 
wish that more than two and one-half pages 
had been allowed for Standard Costs. 

The authors recommend that all cash col- 
lected shall be entered as a debit to Cash on 
Hand account and deposits in banks subse- 
quently handled as a cash transfer. Cash 
Receipts journal forms, illustrated in the text, 
are consistent with this recommendation. The 
reason given (page 260) is that any excep- 
tions to the practice of depositing all receipts 
can thus be handled without difficulty. 

The methods suggested for entering the 
ending inventory of merchandise on_ the 
worksheet may be questioned. The worksheet 
is developed using a Merchandise account 
containing all elements necessary to represent 
total costs of goods available for sale. An 
adjustment is then made for Cost of Goods 
Sold, reducing the balance of Merchandise 
Account to equal the ending merchandise in- 
ventory. An alternative method is shown. 
In this method the’ beginning merchandise 
inventory, purchases, freight-in, and purchase 
returns and allowances, are shown separately 
and no adjustment is made for the ending 
merchandise inventory (page 232). The 
amount of inventory is then entered in the 
Income Statement columns as a credit and in 
the Balance Sheet columns as a debit. F *inally, 
in Chapter 15, the conventional procedure is 
illustrated in which the beginning and ending 
inventories of merchandise are adjusted 
against a Profit and Loss account. It seems 
unnecessary to present this topic in three 
stages of development considering that the 
text is intended for students of advanced 
capabilities. 

Methods of keeping perpetual inventories 
of merchandise are thoroughly explained and 
illustrated in the text. It is interesting to note 
that the authors disapprove of the LIFO 
method. They state that “The balance-sheet 
figure for inventory which results from this 

(Continued on page 477) 
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method may become so far divorced from 
present values as to be delusive and confus- 
ing.” (page 282). This raises the question 
of whether the balance-sheet is more signifi- 
cant to the management and to creditors than 
the operating statement. In the interest of 
the management it may be stated that FIFO, 
which the authors like, may result in a gross 
profit figure so far divorced from present 
values as to be delusive and misleading, with 
more immediate consequences. 

Several times in the text the natural busi- 
ness year is mentioned as the basis of the 
fiscal period. The only explanation offered 
is that closing the accounts then occurs at 
a convenient season of the year. It might be 
pointed out that at the close of the natural 
business year the financial condition of the 
company is strongest and hence the state- 
ments prepared are most favorable. The cur- 
rent ratio is high because inventories are low, 
customers’ accounts collected, and liabilities 
paid, generally. Also, the business has not 
yet moved into that dull period in which the 
fixed overhead bears an adverse relationship 
to the reduced income. The natural business 
year should be viewed as more than a con- 
venience. 

The chapters dealing with the accounting 
cycle are excellent. The early chapters set- 
ting forth bookkeeping procedures are clear, 
logical, and well illustrated. Later chapters 
presenting the worksheet, closing entries, and 
reporting and closing, carry the student along 
clearly and steadily with little lost effort. 

The text uses the newer terminology suff- 
ciently to accustom the student to the trend. 
In its theoretical discussions however, it uses 
the older terms, such as balance sheet and 
profit and loss statement. The use of the 
word “reserve” is limited to appropriations 
of retained earnings and not used for depre- 
ciation and other asset valuations. Reference 
is made to the bulletins of the American 
Accounting Association and of the American 
Institute of Accountants, where appropriate. 

The selection of material in the closing 
chapters that deal with consolidated state- 
ments, published financial statements, and 
analysis and interpretation of financial state- 
ments, is well done. The student is left with 
a sound and adequate basis for advanced 
courses in theory and accounting problems. 

Problem material is abundant without 
being so lengthy that it leaves the student 
and teacher with a sense of inadequacy. The 
problems are carefully graded, allowing the 
teacher to assign them in sequence without 
excessive study beforehand. This is impor- 
tant the first time the text is used in a 
course. 

The authors have done an exceptional piece 
of work in the selection of material. Conse- 
quently, topics appear throughout the book 
that are not ordinarily found in a first-year 
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accounting text. The authors move swiftly 
to the industrial corporation accounting situ- 
ation without losing sight of mercantile ac- 
counting, losing little time with elementary 
and unrealistic exercises. ‘Thereafter they 
progress steadily and logically throughout 
the text, carrying the student well into ad- 
vanced topics by eliminating non-essentials. 
The text will be especially useful in the hands 
of an experienced teacher. 


ARTHUR BLAKE 


Harpur College 
Endicott, N. Y. 


Accounting Guide for Defense Contracts 
By Paul M. Trueger. 
House, Inc., Chicago, 
Pages: 331; $7.50. 


A practical approach to the handling of 
government contracts and a guide to the 
solution of the special accounting, legal and 
business problems stemming therefrom are 
offered by this book. The contracts and the 
problems posed are effectively discussed by 
the author in a well-prepared and compre- 
hensive portrayal of the complex field of 
government contracts. Verbosity is avoided 
in the presentation of the subject and essen- 
tials are discussed tersely and pointedly. 

The book begins with a brief history of 
government contracts and then through 
identification acquaints the reader with regu- 
lations, guides and directives associated with 
the contracts. Thereafter, a chapter is de- 
voted to the government procurement and 
audit agencies in which the functions of these 
governmental bureaus are described. Here 
the author offers practical advice in dealing 
with the personnel of these agencies. 

The next few chapters discuss the various 
types of armed services’ contracts and the 
standard provisions contained therein. Here 
the reader is introduced and familiarized 
with the divers procurement contracts and 
the methods of performance under each. The 
standard provisions contained in the con- 
tracts are then set forth and their signifi- 
cation and importance explained. Some of 
the advantages and disadvantages of operat- 
ing under the terms of the different classes 
of contracts and provisions are outlined by 
the author. 

Thereafter, the author touches upon the 
requirements of a cost system that will meet 
with governmental approval, and comments 
in some detail on the requirements of svstems 
of internal control. He stresses the impor- 
tance of well-controlled organization, point- 
ing out that where adequate systems exist 
greater credence will be given by the govern- 
ment to the costs submitted and representa- 
tions made by the contractors‘ and that time- 
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consuming and detailed agency audits would 
be reduced to a minimum thereby. An inter- 
nal control questionnaire is supplied to 
illustrate the nature and extent of controls 
desired by governmental agencies. 

Two chapters are devoted to the important 
subject of “unallowable costs.” The armed 
services’ concept of unallowable costs is ex- 
plained and the difference between the com- 
mercial and governmental cost concepts 
illustrated. The bases upon which costs may 
be declared unallowable are classified and re- 
viewed by the author as follows: (1) costs 
that are not incident to, nor necessary for 
the performance of the contract, (2) costs 
construed to have been incurred contrary to 
public policy, (3) costs to the extent con- 
sidered unreasonable in amount, (4) costs 
for which recovery was contemplated as part 
of the contract profit or fee, (5) costs con- 
stituting double screening, (6) costs specifi- 
cally cited as unrecoverable from _ the 
government by statute or regulation, and 
(7) costs cited in the contract as unallowable. 
Comments supplied by the author respecting 
the items falling within the categories provide 
a basis for a better understanding of the 
armed services’ cost concepts and underlying 


thinking. Costs are further reviewed in 
chapters dealing with materials, payrolls, 
other direct charges, manufacturing over- 


head, and selling, general and administrative 
expenses. Throughout, the author points out 
the many technical and controversial issues 
that may arise in dealing with these items 
and offers directional guide-posts for their 
solution. 

Contract termination, renegotiation, prac- 
tices and procedures before the Armed Serv- 
ices Board of Contract Appeals and relief 
claims are also covered in discussions that 
provide a working guide for the practitioner. 
Moreover, there are included, for conveni- 
ence in study and research, texts of armed 
services procurement regulations, the manual 
for control of government property, the 
“green book” with its explanation of princi- 
ples for determination of costs, and _ the 
Renegotiation Act of 1951. Filled-in forms 
complete the work. 

The author has selected, organized and 
woven his material carefully and_ wisely. 
The result offers the uninitiated a short-cut 
into the broad and ramified field of govern- 
ment contracts. The experienced practitioner 
too will benefit by the intimate “slants” an 
suggestions advanced by the author based 
upon his former association with the Con- 
tract Audit Branch, Army Air Force. 


SAUL S. FREEMAN 


New York, N. Y. 
(Continued on page 479) 
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Cost Accounting 

3y Theodore Lang, Walter B. McFarland, 

and Michael Schitf. THe RoNALpD PREss 

Company, New York, 1953. Pages: vii 

plus 741; $6.00. 

This is an excellent cost accounting book. 
The authors, Professors Lang and Schiff of 
New York University, and the Research 
Supervisor of the National Association of 
Cost Accountants, W. B. McFarland, have 
done a remarkable job of combining sound 
theory and up-to-date procedures. 

The proper function of the cost accountant 
has now come to include interpreting the 
data he is responsible for collecting, and 
assisting in the tormulation of poticy based 
on this information. It is generally agreed 
that anyone interested in business manage- 
ment should know something of cost account- 
ing techniques, and prospective accountants 
should appreciate the uses to which these 
techniques can be put, so this text seeks to 
meet the needs of both groups. 

One’s first impression is that this book is 
slightly better adapted to the needs of the 
first group—those interested in management 
—than to the professional accountants. Of 
course, the book is eminently suitable for cost 
accounting classes, but one wonders whether 
single chapters on process costs and job order 
costs provide sufficient exposure to the rou- 
tines of cost collecting for the prospective 
accountant. Perhaps all the extensive prob- 
lem material, as well as the separate practice 
sets for process, job, and standard costs, pro- 
vide adequate additional information to de- 
velop student understanding. 

The real contribution of this new text is 
the way it achieves a balance between the 
authors’ objectives as set forth in the preface. 
They have sought to show ‘“(1) the function 
of cost accounting as a tool of management; 
(2) the specific procedures and mechanics by 
which cost accounting can implement mana- 
gerial control in accordance with up-to-date 
business practice; and (3) the reasons, based 
on sound theory, which underlie the adoption 
of recommended procedures.” The first two 
objectives are achieved in various ways—the 
most extensive treatment of standard costs 
available in a general cost accounting text- 
book; a thorough and modern discussion of 
budgeting; and chapters on special cost re- 
ports and profit planning. The current use of 
cost- ee -profit analysis to provide plans 
which are flexible in relation to business 
volume is discussed. Such widely used tools 
ol cost accounting as the break-even chart, 
marginal income analysis, and analysis of 
Profit variations receive much more adequate 
coverage than in the usual cost text. All 
these show specifically how cost accounting 
can aid m: inagement. The final objective of 
the authors is attained through their clear 
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expository statements of why a particular 
treatment is favored and how it is related to 
general accounting theory. 


Contrary to usual custom, this text pre- 
sents process cost accounting before job order 
costs. Process costs are described in chapter 
six after the students have reviewed general 
manufacturing accounting and have learned 
about the basic cost records and cost classifi- 
cations. The authors believe that process cost 
js simpler to understand than job order cost 
and this fact, together with its increasingly 
popular industrial use, have led them to in- 
troduce it first. W hile it is true that process 
cost does involve a basically simple concept, 
the idea of equivalent production is trouble- 
some to many students. Beginning students 
with no experience or background in costing 
tend to become lost in the arithmetical com- 
putations of production and often fail to grasp 
the principles underlying the process cost 
system. The concept of equivalent production 
must be introduced with simple illustrative 
material if process cost is the first system 
considered by the student. At least one of 
the other texts that considered process cost 
first has been found to be not completely 
satisfactory because of the mass of arithmetic 
detail which overwhelms the beginning stu- 
dent. While it is not possible to state so 
definitely it does appear that this text makes 
areal effort to avoid this pitfall and to pre- 
sent its material in a manner that should be 
comprehensible to the beginner. 


The seven chapters which follow the 
process cost discussions cover the problems 
presented by material, labor, and overhead 
accounting without reference to any particu- 
lar type of cost system. The three chapters 
on the accumulation, distribution, and appli- 
cation of manufacturing overhead are par- 
ticularly well done. After these topics, job 
order costs are presented. Then comes a 
chapter on estimated cost and this paves the 
way for an extremely detailed consideration 
of standard costs. In the five chapters devoted 
to this important topic, current standards as 
well as measurement standards are covered, 
and the application of standard cost tech- 
niques to joint products, by-products, and 
distribution cost are considered. The book 
concludes with six chapters on the so-called 
managerial phases of cost accounting—bud- 
gets, reports, profit planning, etc. Each 
chapter contains a number of thought- 
provoking discussion questions and the text 
includes a variety of problems covering all 
aspects of the field. 

The combining of the abilities of experi- 
enced ciassroom teachers and a_ research 
specialist kas resulted in a teachable book 

(Continued on page 482) 
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with a wealth of practical, up-to-date illustra- 
tions. This book should be of interest to all 
teachers and practitioners in the management 
and cost accounting areas. 


CHARLES L. SAVAGE 
Adelphi College 
Garden City, New York 


Internal Auditing for Management 


By Frank A. Lamperti and John B, 
Thurston. PrenticE-HaAtt, Inc., New 
York, N. Y., 1953. Pages: x + 500; $7.95, 


The growing complexity of modern busi- 
ness enterprise has put an ever-increasing 
responsibility on the control and reporting 
functions of management. Although these 
functions have traditionally been carried out 
by accounting personnel, and have always, 
even up to the present time, absorbed more 
trained accountants than the public account- 
ing field, the typical accounting curriculum 
presently in vogue is aimed almost exclu- 
sively at the training of public accountants. 
Thus, the usual accounting-school graduate 
who finds his way into a managerial or non- 
public accounting position must to some ex- 
tent reorient his thinking, acquire new tech- 
niques, and examine again some of the pre- 
cepts and dogmas acquired in his previous 
training. This generally requires some inten- 
sive extra-curricular reading. 

There have been a few good books pub- 
lished for the guidance of managerial ac- 
countants. This is one of the better ones. 
Its scope is broader than that suggested by 
the title, since it encompasses subjects which 
themselves are broad enough to require sepa- 
rate treatment, and which, indeed, have been 
the subject-matter of a large body of liter- 
ature: budgetary control, methods analysis 
and _ simplification, management surveys. 
These are fields which in any but the small- 
est of organizations would be the job of 
specialists other than the internal auditor. 
That the authors recognize this fact is shown 
in the organization of their book. Some 130 
pages are devoted to Internal Auditing, a re- 
view of techniques and practices. The re- 
mainder of the book includes as background 
material a review of other managerial tech- 
niques, including the three mentioned above, 
with particular emphasis on the relation of 
the internal auditor to these other fields. One 
can question whether these subjects have a 
place in a book entitled “Internal Auditing 
for Management,” but the reader is fortunate 
in having them, nevertheless. The treatment 
of all these other subjects, being in the nature 
of a survey, is necessarily very sketchy, 
and one serious shortcoming of the authors 

(Continued on page 535) 
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Loss of Status 
As a Real Estate Corporation 


By Jack Scutosser, C.P.A. 


After outlining briefly the tax laws involved, the author points up 

the significance of loss of status as a real estate corporation. He 

then notes the factors causing a change in classification. Some non- 

permissible activities are discussed and a few illustrative case 

studies are presented. A consideration of the tax consequences 
of reclassification completes the discussion. 


INCE the title of this talk is “Loss of 

Status As a Real Estate Corpora- 
tion” the implication would surely seem 
to be that this change in status repre- 
sents a tax disadvantage . . . and, for 
the most part, it generally does. In 
order to appreciate this factor fully a 





Jack ScHLOSSER, C.P.A., is a 
member of our Society and is pres- 
ently serving as Chairman of its 
Committee on State Taxation and as 
a member of its Committee on Fidu- 
ciary Accounting. 

Mr. Schlosser was graduated 
from The City College (New York) 
School of Business and Civic Ad- 
ministration in June, 1939, with the 
degree of B.B.A. He is a partner in 
a prominent New York accounting 
firm. 

This paper was presented by him 
at a technical meeting of the Society 
held on April 9, 1953, at the Engi- 
neering Societies Building, under 
the auspices of the Committee on 
State Taxation. 











£753 


brief outline of the tax laws involved 
would appear necessary. 


Brief Outline of Tax Laws 

Involved 

Section 182 of Article 9 of the Tax 
Law imposes a franchise tax on real 
estate corporations as distinguished 
from the franchise tax levied on busi- 
ness corporations generally under Arti- 
cle 9A. Where a corporatiun does not 
qualify as a real estate corporation, or 
where, having so qualified, it loses that 
status, it would generally become tax- 
able under Article 9A. 

This latter tax may be computed in 
several ways, and the amount of tax 
payable will be determined by the 
method which produces the highest tax. 
Thus, the tax may be 544% of net in- 
come; one-tenth of one per cent of 
“capital” ; or may be computed under a 
special alternative method involving a 
combination of income plus officers’ 
salaries. For purposes of this calcula- 
tion, “capital’’ may be generally defined 
as “total assets at actual value less cur- 
rent liabilities”. (We will incidentally 
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disregard all problems of allocations 
throughout this talk). 

The tax under Section 182, on the 
other hand, is calculated at the rate of 
one-quarter of a mill on each dollar of 
total assets at their so-called “true” 
value. To this figure is added two per 
cent of the dividends paid during the 
year. For purposes of this latter com- 
putation certain interest items (after 
deducting 10% thereof or $1,000, 
whichever is higher) are considered the 
equivalent of dividends, namely interest 
on debenture bonds, certificates of in- 
debtedness, or certificates of beneficial 
interest used to acquire corporate as- 
sets, and interest on unsecured obliga- 
tions owed to stockholders, members 
of their families, etc. 

In addition to the foregoing, Section 
182 contemplates a tax of 2% on a cor- 
poration’s net worth in excess of its 
paid-in capital upon liquidation, merg- 
er, dissolution, etc. This same tax, cal- 
culated in the same fashion, is also pay- 
able upon the conversion of a real 
estate corporation to a corporation tax- 
able under Article 9A. 

Finally, it should be noted that the 
minimum tax is $10 for a real estate 
corporation, and $25 for a corporation 
taxable under 9A. 

So much for the basic structure of 
the two tax laws at issue. 


Significance of Loss of Status as 
Real Estate Corporation 


What is the general significance of 
loss of status as a real estate corpora- 
tion taxable under Section 182 of Arti- 
cle 9? Concrete illustrations might be 
helpful at this point. 

I have in front of me the franchise 
tax returns of two real estate corpora- 
tions prepared by my office. The first 
return indicates an annual tax of 
$4,026. If this corporation were, for 
any reason, to be reclassified as a busi- 
ness corporation, its annual tax on in- 
come would be $24,018. In addition, it 
would be subject to a tax on reclassifi- 
cation of approximately $36,000. The 
other return reflects an annual tax as a 
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real estate corporation of $695. As a 
corporation taxable under Article 9A, 
this same taxpayer would pay an annual 
tax on income of.$9,131, and, in addi- 
tion, would be obliged to pay $34,000 
upon reclassification. It is obvious 
from these cases that, financially, the 
loss of status as a real estate corpora- 
tion may be a serious blow. 


Factors Causing Change in 
Classification 


We move now to a consideration of 
the factors which would cause this gen- 
erally undesired change in classification. 
At the outset, Section 182 under Arti- 
cle 9 lists the following covered activ- 
ities which qualify a taxpayer for tax- 
ability as a real estate corporation: 

a) The purchase, sale, or holding of title 

to real estate, _ 

b) The subleasing of real property under a 
lease of at least 20 years duration un- 
der the terms of which real estate taxes 
are payable by the lessee, and 


c) The holding of title to obligations re- 
ceived from a purchaser upon a sale of 
previously owned real estate or lease- 
hold. 

To qualify, a corporation must be 
engaged exclusively in any one or more 
of the foregoing operations and no 
other. The addition of any regular op- 
eration, however insignificant or how- 
ever closely related to the field of real 
estale, will cause a change in classifi- 
cation. 


Non-Permissible Activities 


This, then, is the first major field of 
causes leading to a loss of status, name- 
ly the performance of non-permissible 
acts. We will, for this purpose, ignore 
those corporations who enter some 
phase of definite commercial activity. 
These obviously must expect an im- 
mediate loss of status. However, there 
are activities closely related to the real 
estate field which fall outside the pale. 
These include the following: 

a) Acting as a real estate agent or broker 

b) Acting as an insurance agent or broker 


c) The holding of real property under a 
lease of less than 20 years duration 
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Loss of Status As a Real Estate Corporation 


d) The holding of property under a lease 
regardless of duration where the lessor 
pays the real estate taxes 

e) The lending of money 

{) The buying, holding, or selling of mort- 
gages other than purchase money 
mortgages arising from prior sales of its 
previously owned realty 

g) Real estate management. 


The performance of any one or more 
of these operations either alone or in 
conjunction with the ownership of a 
parcel of real property will cause re- 
classification. 

With regard to the foregoing, the 
State does not rely on the discretion of 
the taxpayer to determine ineligibility. 
Right on Page 1 of the return in ques- 
tion (Form 42CT) are listed several 
pointed questions which are required to 
be answered by a simple “yes” or “no”. 
The answers to these questions, to a 
great extent, tell the story. Further- 
more, taxpayers are required to attach 
to their return a statement of profit and 
loss. The presence of income items 
other than rent may assist the tax au- 
thorities in uncovering non-permissible 
activities where taxpayers or their rep- 
resentatives have been less than frank 
in their responses to the foregoing 
questions. 

What if the questions at issue are not 
answered at all? In the long run the 
chances are great, and becoming in- 
creasingly greater, that such omission 
will not escape the attention of the 
Bureau for long, and a letter of specific 
inquiry may be reasonably expected. 
Practitioners should not generalize and 
draw hasty conclusions from the Bu- 
reau’s apparent failure to investigate 
such omissions in specific instances. 
The additional tax to be expected from 
a change in classification may be fairly 
well calculated from any return as filed. 
Where little or no tax benefit to the 
State is indicated, inquiry may be de- 
ferred or overlooked by State examin- 
ers. In all other instances, it is gener- 
ally only a question of time before re- 
classification is made and the assess- 
ment which may result often looms 
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much larger to a client than the so- 
called savings that accrue to him each 
year as a result of the improper filing. 

But the performance of these non- 
permissible activities are fairly obvious 
factors causing reclassification. We 
turn now to a status-changing factor 
which quite often sneaks up on practi- 
tioners when they least expect it, name- 
lv the improper utilization of surplus 
funds. 


Improper Use of Surplus Funds 


We will assume a real estate corpo- 
ration earning a cash income in excess 
of its mortgage and other debt require- 
ments. May it deposit these surplus 
funds in interest-bearing savings ac- 
counts? There is nothing to indicate 


. that it may not, and so this real estate 


corporation may now earn interest 
along with its rent income without los- 
ing its Section 182 status. 

Well then, may this corporation buy 
United States Government bonds, or 
tax-exempt municipal bonds, or pessi- 
bly dividend-paying marketable securi- 
ties with these surplus funds and still 
retain its tax status? Subsection 40 of 
Section 182 indicates that a corporation 
will be deemed to be wholly engaged in 
real estate activities if, during the en- 
tire calendar year, not more than 10% 
of its average gross assets at full value 
consisted of stock, bonds, or other 
securities. Since January 1, 1948, loans 
to wholly-owned real estate subsidi- 
aries taxable under Section 182 may be 
included among these investments. 

Subsection 80 of Section 182 indi- 
cates that a stock investment in a 
wholly-owned real estate subsidiary is 
not subject to this 10% limitation, nor 
are United States bonds, provided they 
were purchased after January 1, 1941, 
and were owned as of December 31, 
1946. This latter exception reflected in 
Section 190a was inserted as a war time 
measure to give relief to those real 
estate corporations who had, patriot- 
ically enough, purchased war bonds 
without checking the effect on their 
franchise tax status. 
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Thus it becomes clear that a real es- 
tate corporation with surplus funds re- 
sulting either from operations or from 
a refinancing of its mortgage, may: 

a) Declare a dividend and include it in its 
base for calculating its franchise tax. 
Liquidate in whole or in part. In this 
connection it should be noted that Sub- 
section 57 of Section 182 categorically 
states that where a corporation pur- 
chases its own stock, the excess of the 
amount paid out over the amount paid 
in for the stock will generally be taxed 
for franchise tax purposes as a dividend. 
Invest in other real estate, either in its 
own name, or in the name of a wholly- 
owned subsidiary. 

Invest in income-producing securities 
provided the total investment does not 
amount to more than 10% of the full 
value of its assets. 

Advance funds to a wholly-owned real 
estate subsidiary provided such loans 
together with the aforementioned gen- 
eral investments do not, in total, ex- 
ceed 10% of the full value of its assets. 


b 


Q 


d 


A 


That same corporation may not, un- 
der any circumstances, lend any of its 
surplus funds to any borrower other 
than to a wholly-owned real estate sub- 
sidiary. Thus the common practice of 
lending surplus funds to stockholders is 
anathema to Section 182 corporations. 
This is a practice, incidentally, that the 
Corporation Tax Bureau is keenly 
aware of. It should be noted, however, 
that where an inquiry by the State re- 
veals an outstanding loan of this kind, 
loss of status does not always auto- 
matically follow. The submission of an 
affidavit to the effect that the loan will 
be repaid followed by confirming action 
may result in the retention of real estate 
classification. 


Some Illustrative Case Studies 


The foregoing considerations all 
seem clear and simple, and so they are, 
when faced and considered squarely. 
Sut as previously indicated, all too 
often they sneak up on the practitioner 
when he isn’t looking and, lo and be- 
hold, he is faced with a change of status 
case. A few illustrations representing 
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actual situations might be of value or 
interest : 

1. Corporation A, a business cor- 
poration, was in need of funds for 
expansion. Its sole stockholder also 
owned the stock of corporation B, a 
real estate corporation. The stock- 
holder solved the problem by first re- 
financing corporation B’s mortgage and 
then having that corporation advance 
its new funds as a loan to corporation 
A. This solved his financial problem, 
but also caused a change in classifica- 
tion for corporation B. Because it was 
operating at a substantial profit, and 
because the new mortgage clearly 
pointed up the true value of its prop- 
erty, corporation B’s franchise tax 
burden was considerably increased. 
This individual might well have con- 
sidered attempting to raise a personal 
loan using the stock of corporation B 
as collateral as an alternative financing 
program. 

2. Corporation A was a profitable 
real estate corporation owned by a sub- 
stantial individual stockholder. Since 
its annual net income was in excess of 
$25,000 per annum, it was paying in- 
come tax at the rate of 52% on its top 
bracket of income. It was suggested 
that this corporation borrow $160,000 
from the bank at 4% interest, en- 
dorsed by the stockholder. With this 
money it was to buy 1,000 shares of 
A.T.&T. stock at a cost of $160,000. 
Thus, no investment of its own funds 
was involved. The corporation would 
receive $9,000 in dividends and pay 
$6,400 in interest, thus resulting in a 
cash profit of $2,600 per annum. But 
the $6,400 of interest expense would 
reduce corporate taxes by approxi- 
mately $3,300, while the $9,000 of divi- 
dend income would, because of the 
85% dividends received credit, cost 
only $700 of income tax. This would 
increase the annual income by an ad- 
ditional $2,600. Thus the final return 
after taxes to the corporation was 
$5,200 per annum, an excellent return 
on no investment at all. However, 
what was completely overlooked in this 
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Loss of Status As a Real Estate Corporation 


entire income tax set up was the fact 
that the stock investment exceeded 10% 
of the total assets of the corporation, 
thereby causing franchise tax reclassi- 
fication. While the basic plan was still 
feasible, failure to note the franchise 
tax consequences was extremely em- 
barrassing to the practitioner. 

3. My last recollection is of a sub- 
stantial corporation obliged under its 
mortgage indenture to maintain a 
$400,000 fund with the trustees. This 
fund, they maintained in the form of 
dividend-paying stock for a long pe- 
riod of time. Recently its zealous treas- 
urer determined to get a maximum re- 
turn from its surplus funds, purchased 
an additional $100,000 of bonds. Re- 
sult ; an attempt to reclassify, thwarted 
only by establishing that the value of 
the total assets as previously reported 
was understated ; that the true value of 
the property was greater, and hence 
the investments were less than 10% of 
the total value. While there was no re- 
classification in this case, the corpora- 
tion has been saddled ever since with 
a higher basis for computing the quar- 
ter mill tax. 


Nature of the Property’s 
Occupancy 


We come now to the final major 
cause of change of status—namely the 
nature of the property’s occupancy. 

Question 8a on the first page of 
Form 42CT asks, “Does any corpora- 
tion which owns or controls, directly 
or indirectly, substantially all of your 
capital stock, use or occupy any part 
of your real property in the conduct 
of its business ?” 

Question 8b asks, “Does another cor- 
poration, whose capital stock and the 
capital stock of your corporation is 
substantially all owned or controlled, 
directly or indirectly, by the same in- 
terests, use or occupy any part of your 
teal property in the conduct of its 
business ?” 

Question 8c asks for the name of 
such corporation. If the answer to 
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either of the foregoing questions is 
“yes”, reclassification will automati- 
cally follow under the provisions of 
Article 160 of the Regulations provided 
the named corporation occupies a 
material part of the property in ques- 
tion. 

This is the type of tax law which 
drives the struggling practitioner to a 
state of frenzy. How much is “sub- 
stantially all of the stock”? What is 
“indirect control or ownership”? What 
is a “material part of the property’? 

It would be futile to attempt here 
to determine the answers to these ques- 
tions as they apply to specific border- 
line cases since there are few official 
indications of what the answers should 
be. For the most part, the situations 
usually met involving this problem are 
clear-cut. There is either a direct 
parent-subsidiary relationship between 
the two corporations, or they are both 
owned by exactly the same stock- 
holders. All or virtually all of the 
property is used by the business cor- 
poration. In such instances there is 
no doubt that the realty corporation is 
taxable under Article 9A along with 
the occupying business corporation. 
Practitioners who persist in filing Form 
42CT for such corporations, either with 
or without full and adequate responses 
to the pertinent questions on the re- 
turn, are merely building up a future 
assessment. And, while the taxpayer 
may, in the long run, end up ahead, 
I have seen many instances where the 
resultant assessment was a factor of 
considerable embarrassment to the 
practitioner, and distress to the tax- 
payer. 


Tax Consequences of 
Reclassification 


Specifically what are the tax con- 
sequences of a reclassification in the 
year of change? First of all, there is 
the tax for the taxable year in question 
computed as a business corporation. 
Generally the taxpayer will get a credit 
against this tax for the tax previously 
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paid as a real estate corporation. With 
the exception of certain unavoidable 
lap-over situations there is no doubling 
up or duplication of franchise taxes. 

A real estate corporation investing 
more than 10% of its assets in improper 
securities or loans is reclassified as of 
the first day of the following taxable 
year. If reclassification is due to an 
unallowable activity or improper oc- 
cupancy, the change of status is effec- 
tive immediately for the taxable year 
in which the violation is noted. 

As a rule the recalculation is made 
only for the year of inquiry and for 
subsequent years if any. Usually no 
attempt is made to make the calcula- 
tion as retroactive as the facts would 
often permit, and the absence of a stat- 
ute of limitation would allow. This 
generally leaves the taxpayer in an 
advantageous position as he may have 
avoided an annual tax of 51%4% of net 
income before income taxes in favor 
of a tax of 2% of net income after all 
taxes. 

The taxpayer, upon reclassification, 
must also pay a tax equal to 2% of 
the excess of its net worth figured at 
full value over the amount paid in 
therefor. At the very least this in- 
volves a tax of 2% on the net accumu- 
laetd earnings of the corporation. It 
may also mean an attempt to tax at 
the same 2% rate any unrealized ap- 
preciation in value. It has been the 
writer’s impression (on a purely sub- 
jective basis) that the Bureau has been 
less militant in taxing this unrealized 
appreciation in reclassification cases 
than they are in final liquidation cases. 

As to the basis for calculating this 
additional 2% tax, a _ considerable 
amount of data is available in each re- 
turn to enable the State to attempt a 
determination of the true value of the 
corporate assets, e.g., the assessed valu- 
ation, original purchase price, mort- 
gage indebtedness (especially revealing 
in instances of recent refinancings), 
profit and loss statements which permit 
a capitalization of earnings calculation, 
etc. 
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Where a determination is made 
which is in excess of book value, it 
should not be assumed that this finding 
is final. Taxpayers may submit evi- 
dence to Albany supporting a lower 
valuation, and they will find a reason- 
able, if not sympathetic, audience. 
Typical examples of the type of evi- 
dence which have been effective before 
the Bureau are the following : 

a) Detailed appraisals of the property by 

recognized experts 

b) Instances of sales of similar properties 

in adjacent areas to prove that assessed 
values may be running higher than 
sales values 

c) Evidence that favorable profit and loss 

figures are misleading, such as short- 
term leases with inflated rentals, or ex- 
tremely favorable terms. 


Efforts too should be made to verify 
the amounts paid in for the corpora- 
tion stock. A reduction in the number 
of outstanding shares, or in the par 
or stated value of the stock made in 
prior years may have resulted in a 
transfer from stock to earned surplus. 
This should be brought to the Bureau’s 
attention so that credit is secured for 
the full amount paid in rather than for 
the amount reflected as paid in at the 
date of reclassification. 

I might pose at this point a question 
which has troubled practitioners from 
time to time. Where the 2% reclassifi- 
cation tax is based upon an appreciated 
value of the corporate property, does 
the basis of that property for calculat- 
ing gain on a subsequent sale become 
increased by that unrealized apprecia- 
tion? Now we know that no adjust- 
ment of basis results for Federal in- 
come tax purposes and that net income 
for franchise tax purposes under 
Article 9A is presumed to be the same 
as for Federal tax purposes. If this 
holds true, then isn’t this corporation 
paying two taxes on the appreciation of 
ralue, one at the rate of 2% upon re- 
classification, and another tax of 512% 
upon sale as a business corporation? 
This problem does not exist only upon 
reclassification, but also is true of in- 

(Continued on page 508) 
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How to Compute Interest on Deficiencies, 


Overassessments, and Refunds 


By LAWRENCE E. Coun, C.P.A. 


This paper reviews the rules relating to the government's computa- 
tion of interest on deficiencies, overassessments and refunds, to aid 
the tax practitioner in verifying the result which is submitted in the 
form of a notice and demand for payment of a deficiency, a certifi- 
cate of overassessment or a statement attached to a refund check, 
without showing a detailed computation of the interest. 


Introduction 


A frequently occurring problem in 
federal taxation, particularly for certi- 
fied public accountants, is the verifica- 
tion of the government’s computation 
of interest on deficiencies, overassess- 
ments and refunds. Ordinarily a sim- 
ple matter, the problem has been com- 
plicated by numerous special provisions 
of the statute enacted within the last 
ten years and by certain pecularities of 
the government’s method of computa- 
tion. Since all of the more complicated 
computations are made in Washington, 
an explanation of the result will ordi- 
narily have to be obtained by corre- 
spondence. It is the purpose of this 
article to review the rules relating to 
these interest computations with a view 
toward aiding the tax practitioner in 
verifying the result which is submitted 
in the form of a notice and demand for 
payment of a deficiency, a certificate of 
overassessment or a statement attached 
to a refund check, without showing a 
detailed computation of the interest. 





LAWRENCE E. Coun, C.P.A. 
(Texas), is a member of the Texas 
Society of CPAs. He is associated 
with a law firm in Washington, D. C. 

This paper (with minor changes ) 
is reprinted, by permission, from the 
Proceedings of the New York Uni- 
versity Eleventh Annual Institute on 
Federal Taxation, published by 
Matthew Bender & Co., Inc., Albany 
NW. a 
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Government’s Method 
of Computation 


In computing the elapsed time and in 
applying the 6% statutory rate of in- 
terest, the Government uses a hybrid 
combination of the so-called 30-day 
method and the 365-day method. The 
elapsed time is stated in years and 
months from the beginning of the in- 
terest period to the corresponding date 
in the last month in the period contain- 
ing that date without regard to the 
actual number of days in the particular 
year or month. Then the remainder of 
the period is the actual number of days 
in excess of full years and months. For 
example, the period from August 29, 
1950 to February 5, 1952, is one year, 
five months (August 29, 1950 to Janu- 
ary 29, 1952) and seven days (2 days 
in January and 5 days in February 
1952). 

The computation of elapsed time can 
be quickly and easily computed by the 
following simple algorithm: 

Year Month Day 

1951 13 

932 + «36 
- + 

Beginning of period 1950 8 29 


End of period 





Elapsed time 1 5 7 


Notice that in “borrowing,” the 
number of days carried over is the ac- 
tual number of days in the month pre- 
ceding that in which the interest pe- 
riod ends (in the above example, 31 
days in January). 
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In computing the effective rate, years 
are taken at 6% and months at 4%. 
But the number of days is taken at the 
rate of 1/365 of 6% or .0164383% per 
day.! In the preceding example, the 
effective rate would be as follows: 


1 year 6.0000000 % 
5 months 2.5000000% 
7 days .1150684% 


Effective rate 8.6150684% 


Interest on Simple Deficiency? 

In the case of a simple deficiency, the 
interest period begins on the date pre- 
scribed by Section 56 for the payment 
of the tax. If the tax is paid in install- 
ments, the interest period starts on the 
due date of the first installment. The 
end of the interest period is ordinarily 
the date of assessment but in the event 
a waiver (Form 870) is executed,> it 
is the date of assessment or the thir- 
tieth day after the waiver is filed, 
whichever is the earlier. 

If, after issuance of notice and de- 
mand for payment of the deficiency, 
payment is not made within ten days, 
interest is charged on the unpaid bal- 
ance, including the deficiency, interest, 
and any penalties, from the date of the 
notice to the date paid.* Thus, in case 
of late payment there is a compounding 
of interest on the interest originally 
assessed. 

In some instances, the deficiency may 
have been paid prior to 30 days after 
the filing of a waiver and thus be paid 
prior to the prescribed end of the in- 
terest period. This may occur in the 
case of an individual by reason of with- 
holding of tax on wages or by declara- 
tion and payment of estimated tax. 
Or it may occur in any case in which 
the taxpayer makes a payment which, 


pending final clearing and processing 
of the case, is credited by the collector 
to a suspense account. The statute 
merely provides that “proper” adjust- 
ment of interest be made for such early 
payment. The proper adjustment, of 
course, is termination of the interest 
period at date of payment. In the case 
of withholding on wages or payment of 
estimated tax, the date of payment by 
the individual is deemed to be not ear- 
lier than the fifteenth day of the third 
month following the close of the tax- 
able year.® 


Interest on Simple Overassessment 


In the case of a simple overassess- 
ment, the interest period begins on the 
date of the “overpayment.”” This pro- 
vision is the basis for the government’s 
treatment of overassessments on a last- 
in first-out order. If the tax was paid 
on an installment basis, or there were 
deficiencies previously paid, and there- 
after it is found that there is an over- 
assessment, the latest payments are 
considered to have been the overpay- 
ments. Accordingly, the amount to be 
refunded or credited is taken up out 
of the latest payments in reverse order 
and the interest computed from the 
date of payment of each.’ For example, 
if $1,000 was paid in each quarter, 
March 15, June 15, September 15, and 
December 15, 1950, and thereafter a 
deficiency of $500 was paid on April 
10, 1952, and, still later, an overassess- 
ment of $2,000 was determined, the 
interest period would start as follows: 


On $ 500 April 10, 1952 
On 1,000 Dec. 15, 1950 
On 500 Sept. 15, 1950 


Total $2,000 


1Treasury Form 384 is the government’s official interest table and shows the interest 
rates for 1 to 30 days. It is published in 1952 Prentice-Hall Federal Tax Service, J 19,131. 


2 IRC § 292(a). 
3 IRC §272(d). 
4 IRC § 294(b). 
5 IRC § 292(a), last sentence. 
IRC § 322(e). 


IRC § 3771(b) (1) and (2). 


on 


These provisions give the government a “break” on the computation of interest, since 


interest on deficiencies is computed from the date of the first installment. 
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How to Compute Interest on Deficiencies, Overassessments, and Refunds 


The end of the interest period de- 
pends upon whether the overpayment 
is credited against some other tax lia- 
bility? or is refunded to the taxpayer. 
If the overpaymert is credited against 
an original assessment, the interest pe- 
riod ends on the due date of the amount 
against which the credit is taken.!° If 
the credit is against a deficiency assess- 
ment, the interest period terminates on 
the date of assessment of the de- 
ficiency.!1_ When the overassessment 
or any portion thereof is refunded, the 
interest period on the refund runs “to 
a date preceding the date of the refund 
check by not more than 30 days.’’!? 

In some instances, a deficiency to- 
gether with interest thereon has been 
paid and at a later date it is found that 
all or a part of the deficiency is an 
overassessment. In such cases, there 
is an Overassessment of interest as well 
as an overassessment of tax. Such 
overassessment of interest is available 
for refund or credit in the same manner 
as the overassessment of tax, and bears 
interest under the same rules as are 
applicable to the overassessment of tax. 
It should be noted that the government 
does not consider that there has been 
an oOverassessment of interest when 
there is an overassessment of tax with 
respect to which so-called “delin- 
quency” interest has been paid. “De- 


9 IRC § 3770(a) (4). 
10 IRC § 3771(b) (1). 


linquency”’ interest is paid when the 
original tax shown on the return is 
paid after the due date ;!3 when an ex- 
tension of time is granted for the pay- 
ment of the original tax,!+ or of a 
deficiency ;!5 or when the tax is paid 
at a date later than the period of ex- 
tension.!° 


Some Special Interest Provisions 


The statute contains several special 
provisions as to interest. 

If a claim for refund or credit is 
based on the deduction of a bad debt 
or worthless security, either directly, 
or indirectly through the increase of a 
carry-back, a special statutory period 
of limitation is provided.!” If the credit 
or refund would be barred but for this 
special extended statutory period, a 
limitation on interest applies to the part 
of the overpayment attributable to the 
bad debt or worthless security.1’ No 
interest is allowed for the period be- 
ginning with the expiration of the or- 
dinary period of limitation (i.e., 3 years 
from the filing of the return or 2 years 
from the payment of the tax) and end- 
ing six months after filing of the claim. 
In the event no claim was filed but 
the overpayment was determined by 
the Tax Court, the noninterest-bearing 
period ends on the date the petition was 
filed with the Tax Court. 


11 If the overassessment and the deficiency against which it is credited are determined 





at the same time and the taxpayer signs a Form 870 (the old form 874—combination of 
waiver under Section 272(d) and acceptance of overassessment) the government takes the 
position that interest on the overassessment terminates on the same date as the interest on 
the deficiency terminates, i.e., 30 days after filing of the waiver, or date of assessment 
whichever is earlier. While there is an equitable argument for this position, it is contrary 
to the statute, which provides that the interest on the overassessment runs to the date of 
assessment of the deficiency. For detailed discussion of this point, see The Tax Clinic, 93 
Journal of Accountancy 596-7 (May 1952). 

_ 12 IRC § 3771(b) (2). The government statements do not show the date of termination 
of the interest period. One can only compute the number of days for which interest has been 
allowed and verify that they fall within the 30-day margin allowed by the statute. 

13 IRC § 294(a) (1). 

14 TRC § 295. If payment is made before expiration of the period of extension, interest 
stops at the date of payment. Mim 3706 (CB VIII-2, p. 124). 

15 IRC § 296. 

16 IRC § 294(a)(2) and Section 296. Note here that failure to make payment within 
the extension period results in compounding of interest. 

17 IRC § 322(b) (5), § 322(d) (2). 

18 IRC § 3771(d). 
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In the case of LIFO inventories, if 
there has been an involuntary liquida- 
tion and subsequent replacement of in- 
ventory, the statute!? provides for an 
adjustment to the net income for the 
year of liquidation to reflect the cost 
of replacement. In such case, the re- 
sulting deficiency or overassessment 
bears no interest.?° 

If a retroactive award for transpor- 
tation of U. S. mail is received and is 
to be treated as income for the year 
the mail was carried, no interest on the 
resulting deficiency is charged for the 
period prior to thirty days after the 
award is granted.2! 


Interest on Overassessments or 
Deficiencies resulting from 
Carry-backs 


In the event an overpayment is at- 
tributable to the carry-back of a net 
operating loss?? or an unused excess 
profits credit,?> the statute+ provides a 
limitation on the interest allowance. 
In the simple (and unusual) case in 
which there is or has been no deficiency 
for the year in which the net operating 
loss deduction or unused excess profits 
credit adjustment is allowed, the limi- 
tation is merely the nonallowance of 
interest for the period prior to the time 
the claim based on the carry-back is 
filed or prior to the time a petition is 
filed with the Tax Court, whichever 
is earlier. The complication arises 
where the carry-back offsets, in whole 
or in part, a deficiency already assessed, 
or determined simultaneously with the 
carry-back, for the year in which the 
carry-back is a deduction or credit. In 

19 IRC § 22(d) (6). 
20 IRC § 22(d) (6) (A) and (F). 


these situations, is the taxpayer liable 
for interest on the deficiency (either 
previously assessed or “potentially” 
due) up to the date it is wiped out by 
the carry-back? 


In the first case involving this issue 
which was carried to the Supreme 
Court,?> a deficiency with interest had 
been assessed and thereafter the entire 
tax liability had been wiped out but 
the Commissioner had denied that the 
interest on the deficiency was improp- 
erly assessed. The Court held that the 
government was entitled to the inter- 
est previously assessed even though the 
deficiency itself was subsequently ex- 
tinguished by the carry-back. Its rea- 
soning was based on the plan of the 
statute whereby the tax liability is to 
be paid and the refund or credit is 
available only after the carry-back is 
ascertained and claimed. It concluded 
that the government was entitled to 
the use of the money for the interven- 
ing period and if it was not timely 
paid, the taxpayer was liable for inter- 
est. It also took into account the spe- 
cific statutory provisions, to be dis- 
cussed hereinafter, under which pay- 
ment of tax may be deferred when a 
carry-back is anticipated. 


The Court specifically refrained from 
passing on the question of liability for 
interest where a “potential” deficiency 
and the offsetting carry-back are deter- 
mined at the same time. The govern- 
ment takes the position that the inter- 
est is due whether the deficiency has 
been previously assessed or is merely a 
“potential” deficiency offset by the 
carry-back, and it has been sustained 


21 IRC § 292(d). Under Section 611(a) of the Revenue Act of 1951, if the award was 
made for 1950 or prior years under the Interstate Commerce Commission order of December 
4, 1950, the noninterest-bearing period runs to July 1, 1951. 


22 IRC § 122. 


bt 


bo 


4 IRC § 3771(e). 


25 Manning v. Seeley Tube & Box Co., 338 US 561 (1950) reversing 172 F(2d) 77, 


which had reversed 76 F Supp 937. 
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3 IRC § 432 of present law, §710(c) of the World War II statute. 
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How to Compute Interest on Deficiencies, Overassessments, and Refunds 


in a number of decisions.2° The ques- 
tion can therefore not be considered as 
finally settled,2? and the government 
continues to adhere to its position. If 
a deficiency has been previously as- 
sessed, the interest assessed with the 
deficiency is not considered an over- 
assessment, and interest on the entire 
refund or credit (whether out of the 
deficiency or out of the original assess- 
ment) begins on the date of filing the 
claim (or the petition with the Tax 
Court if earlier) for the carry-back. 
Where there are other adjustments 
determined at the same time as the 
carry-back, it is necessary, under the 
government’s theory, to make two 
computations of the tax, one taking into 
account all adjustments other than the 
carry-back (herein called the “poten- 
tial” computation) and a second show- 
ing the reduction in tax attributable 
solely to the carry-back. The “poten- 
tial” computation will produce a “po- 
tential” deficiency or a “potential” 
overassessment, on which the interest 
is separately computed under the ordi- 
nary rules previously described. Then 
interest is separately computed on the 
overassessment attributable to the 
carry-back, subject to the limitation 
that no interest is allowable prior to the 
filing of the claim (or the filing of the 
petition with the Tax Court if earlier). 


26 DeSoto Hardwood Flooring Co., Inc. v. 


Finally, the results of these two inter- 
est computations are combined and the 
net interest is either assessed or is 
credited or refunded.?8 

Computation of interest on carry- 
backs is further complicated by the 
provision for allowance of tentative 
carry-back adjustments,?? the so-called 
“quickie” carry-back allowances. Un- 
der this provision, a taxpayer who has 
a claim for a carry-back of either a net 
operating loss deduction or an unused 
excess profits credit may file an appli- 
cation for a prompt and accelerated al- 
lowance of the credit or refund. The 
application may be filed at any time 
after the return is filed for the taxable 
year in which the carry-back arose 
and before the expiration of twelve 
months from the end of such taxable 
year. The Commissioner is required to 
make the allowance within ninety days 
from the date the application is filed or 
from the last day of the month in 
which the return is due to be filed for 
the taxable year in which the carry- 
back arose, whichever is the later. No 
interest is allowed on the “quickie” re- 
fund or credit from the date the appli- 
cation is filed until the last date by 
which the Commissioner is required to 
make the allowance.*° If, as occasion- 
ally happens, the Commissioner fails to 
make the allowance within the allotted 


United States, U. S. District Court, Western 


District of Tennessee, Western Division, December 20, 1950, reported in Prentice-Hall 
peceral Tax Service, 1951, Vol. 4, Par. 72,371; Cumberland Portland Cement * v. United 


States, 101 FSupp 577, affirmed 202 F (2d) 1952 (6th Cir. 1953); Rodgers v. 


Supp 727, (Ct. Cls. 1952). 


«Sey AUR Es 


27 It should be noted that the government. in GCM 26, 455 (CB 1950-1, p. 118), and 





the Tax Court in CVL Corporation, 17 TC 812, have extended the theory of the Seeley case 
tc penalties, refusing to eliminate a penalty when the tax on which the penalty is based is 
wiped out by a carry-back. In CVL Corporation, both the deficiency and penalty were 
“potential,” but the Court applied the Seeley doctrine without discussion of the Supreme 
Court’s specific reservation. As a matter of logic and equity, there should be no difference 
in result whether the deficiency is determined prior to or at the same time as the carry-back. 
For arguments to the contrary, see Tansill, Should Taxpayer Be Charged Interest When 
De; ficiency ts Abated by Carry-back? 94 Journal of Accountancy 184 (August 1952). 

°8 If there was no original tax paid, and thereafter a “potential” deficiency is completely 
elimi inated by a carry-back, we have the anomalous situation where there is neither a 
deficiency nor an overassessment of tax, but there i is a liability for interest on the “deficiency.” 
This is due to the fact that interest on the “potential” deficiency runs from the due date of 
the return but interest on the offsetting carry-back starts at the date of filing the claim which 
cannot be prior to the end of the subsequent taxable year in which the carry-back arose. 

29 IRC § 3780. The regulations under this section and § 3779 are published as TD 5498 
(CB 1946-1, p. 209). 

50 IRC § 3771(e). 
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period, interest is allowed thereafter.*! 
The amount allowed is credited or re- 
funded as prescribed in Section 3780. 
When the correct amount of the carry- 
back allowance is finally determined, 
which usually takes place at the time 


of the audit of the return, there may 
be an increase or a decrease in the al- 
lowable carry-back. Any additional 


overassessment thus determined bears 
interest from the first day of the month 
immediately following the month in 
which the return is due or from the 
date the return is filed, whichever is 
later, but in no event is interest allowed 
prior to the date the Form 843 claim 
is filed.s? If the carry-back is decreased, 
the resulting deficiency bears interest 
from the date the “quickie” credit or 
refund was allowed. 


The statute’? permits extensions of 
time for payment of certain taxes by 
corporations expecting  carry-backs. 
When such tax is satisfied by a 
“quickie” allowance, the amount so sat- 
ished bears interest from the install- 
ment due date of the tax to the date of 
satisfaction at the reduced rate of 3%. 
Any amount on which an extension has 
been allowed and which is not so satis- 
fied bears interest at the usual 6% 
rate.*+ For this reason, if there has 
been an extension of time for payment 
under this section, it is essential to file 
a “quickie” application and to file it at 
the earliest possible date. 


31 Provided an ordinary Form 843 claim has been filed theretofore, 


Interest Computations under World 
War II Excess Profits Tax 
Statutes 


Carry-backs 


Under the excess profits tax of 
World War II, the carry-back of an 
unused excess profits credit decreased 
the credit for income subject to excess 
profits tax which, in turn, produced a 
deficiency in income tax. The statute*s 
provides that no interest shall be 
charged on such deficiency for the pe- 
riod during which no interest is allowed 
on the overassessment. It is therefore 
necessary in these cases to make the 
same kind of interest computations 
with respect to the income tax defici- 
ency as is made for the excess profits 
tax overassessment. If there are ad- 
justments other than the carry-back, 
two tax computations are made, one 
for the “potential” deficiency or over- 
assessment, and the other for the defici- 
ency attributable to the carry-back. 
Interest is computed separately on 
each, with the interest on the deficiency 
attributable to the carry-back subject 
to the limitation noted above. 


Post War Refunds 


For a part of the World War II ex- 
cess profits tax period, a post war re- 
fund of part of the excess profits tax 
was allowed.36 Where there is now de- 
termined a deficiency or overassessment 
for any of these years, the portion of 
the tax representing post war refund is 
considered to have become available to 
the taxpayer on January 1, 1946.57 


since, as previously 


noted, the statute forbids the payment of interest on a carry-back prior to the filing of a 


claim. 

is filed. 
32 IRC § 3771(e). 

3IRC § 3779. 

4 IRC § 3779(i). 

35 IRC §292(c). 

36 IRC § 780 to § 


783, inclusive. 


year beginning in 1941 and ending after July 1, 1942. 


For this reason it is advisable to file a Form 843 as soon as the ‘ 


‘quickie” application 


The first year subject to post war refund was a taxable 


For taxable years beginning aiter 


December 31, 1943, a direct 10 per cent credit against the tax was allowed in lieu of tne post 


IRC § 784. 


war refund. 


37 IRC §781 as amended by the Tax Adjustment Act of 1945 (PL 172, 79th Cong. 


Ist Sess). 
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How to Compute Interest on Deficiencies, Overassessments, and Refunds 


Hence, interest on the full amount of 
the excess profits tax is charged or al- 
lowed only to December 31, 1945, and 
for any period thereafter is computed 
on the net amount of tax, that is, the 
gross excess profits tax reduced by the 
post war refund. 


Section 722 Allowances 


Where an allowance for relief under 
section 722 has been made, there are 
restrictions on the interest to be com- 
puted on both the overassessment of 
excess profits tax38 and the deficiency 
. income tax attributable to the Section 

722 allowance.*? No interest is allowed 
or charged for taxable years beginning 
prior to January 1, 1942. For subse- 
quent taxable years, no interest is al- 
lowed or charged for the period prior 
to one year after the filing of the appli- 
cation for relief or prior to September 
16, 1945, whichever date is the later. 

If adjustments for “standard” non- 

2 items are made at the same time as 
the Section 722 allowance, the govern- 
ment applies the same theory as in the 
case of carry-backs. Separate computa- 
tions of tax are made for the “standard”’ 
adjustments and for the Section 722 ad- 


8 IRC § 3771(g). 


justment. Interest on the “standard” 
items is computed under the ordinary 
rules, while the interest on the Section 
722 overassessment and deficiency is 
subject to the prescribed restrictions.*° 

A further complication arises where, 
on the basis of an application for relief 
under Section 722, assessment and pay- 
ment of a part of the excess profits tax 
has been deferred.*! If, upon final de- 
termination of the excess-profits credit 
allowable under Section 722, it is found 
that the amount deferred is greater 
than the allowable reduction in tax due 
to Section 722, there will be a deficiency 
in excess profits tax on which interest 
runs from the date the tax was due to 
be paid.*? 

If there is some allowance of relief 
under Section 722 for a year in which 
a deferment was claimed, it will pro- 
duce a deficiency in income tax. If this 
deficiency exceeds the overassessment 
attributable to Section 722, then such 
excess bears interest from the date the 
tax was due to be paid.*? If there is 
no such excess, both the deficiency and 
the overassessment bear interest from 
one year after filing of the application 
for relief or from September 16, 1945, 
whichever is later. 





39 IRC § 292(b). 

40 The Court of Claims, in Henry River Mills Co. v. U. S., 96 F., Supp. 477, (1951) 
refused to allow interest on a “standard” deficiency offset by a dane yf «tt RS The 
opinion contains no reference to the analogous situation in the Seeley Tube case, note 25 
above. However, in the Rodgers case, note 26 above, the same court distinguished the 
carry-back cases from that of a Section 722 relief case on the ground that “the circumstances 
entitling the taxpayer to relief under section 722 had already occurred and were available as 
grounds for relief during the tax year in question * * *” whereas the right to the carry-back 
refund did not arise until the end of the year in which the net operating loss was sustained. 
Two District Courts have followed the Henry River Mills case, Premium Oil Refining Co. 
of Texas v. U. i 107 F. Supp. 837. (N. D. Texas, Dallas Division, 1952) Kuder Citrus 
od . 0.°¥,.U: ee in 1953 Prentice-Hall Federal Tax Service, Vol. 4, par. 72,487 
(U. S. District pA . D. Fla., Tampa Division, Mar. 16, 1953.) 

11 IRC §710(a) (3) 

2 Three Courts of Appeals have confirmed this liability for interest: Jones v. Johnson, 
176 F(2d) 693 (10th Cir. 1949), roy v. Puget Sound Pulp & Timber Co., 181 F(2d) 745 
(9th Cir. 1950), Abe M. Katz Co. v. United States, 193 F(2d) 510 (5th Cir. 1952). 

> For a rationalization of aa provisions and detailed illustrations of their application, 
see the Treasury Department's Bulletin on Section 722, Part IX. 
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Current Trends in Accounting—ITI 
By Leo Rosensium, C.P.A. 


Some Capsules Reflecting Modern Practices 
and Current Problems and Conditions 


Fees and Billing Factors in Fee-setting 
“Tt Is Time to Review the Whole In an article in The Journal of Ac- 
Question of Fees” countancy? Professor Jules Backman 


= : eat : discusses fee-setting i ofessions. 
The Indiana Certified Public Ac- wap tee. hry: 7 gi eyporw 
. : ? . 6 2SS 2 S : Ss 
countant! quotes from an editorial in ° ae eae ag d yhegs 7 I ty 
ce ° eon ~ Ss sg ‘f as Ss nN- 

the January, 1953, issue of The CPA: oS SS ee ee el oe = 

es bination” of these factors?: 

“Certainly there seems no reason to wer 


fees down to what may be considered <4 1. Cost of service rendered 
competitive level in a period of heavy a a. Expenses incurred... 
mand for accounting services. In profes- b. Time involved 

sional practice volume alone has little 2. Ability to pay 


merit. The practitioner who is known for 
the high quality of his services has nothing 
to fear in the future even if a buyers’ mar- 
ket should develop. .. . 


3. Value of service rendered 
a. Amount... involved 
b. Savings to client 
c. Convenience to client 





“There may be a false sense of security d. Success or failure 
in just being busy. Quite a few C.P.A’s. e. Establishment of precedent—new or 
think it is time to review the whole ques- novel questions 
tion of fees, staff salaries, and standards of Pe a we 
performance in their own offices.” a ee i in ; 
5. Casual or established client 
6. Fixed ... or contingency fee 
Leo RosEnsiuM, C.P.A., is As- 7. Legal limitations 
sociate Professor of Accountancy at While these are the “ingredients” 
Eo ae: Sais ‘ . 2 i" ry 
The School ot susiness and Civic tor tee-setting, there 1s no predeter- 
Administration ot The City College minable set ot weights to apply to each 
of New York. He received the de-| factor so that a simple formula for fee 
grees of B.S., M.S., and Ph.D. from determination emerges.’4 
Columbia University. Dr. Rosen- 
} 4 s — = 
blum is a member of the New York Billing Clients 
State Society of Certified Public Ac- Harry E. Taylor, CPA, of Chicago, 
countants and of the American Ac- offers these pointers on accountants’ 
counting Association. He has con- billing practices.° 
tributed to The New York Certified Should typists’ time be figured in the 
—— : et ae —— bill? Yes; “typists are scarce and ex- 
maa i ” oo *e- | pensive and should be charged for ac- 
7 anc cer pu sagen € is cordingly.” 
also engaged in public practice in : ; 
SER ale ey I I How often should bills be rendered— 
New York City. apie 
? once a month, once a year, once a job: 











1 January, 1953, p 

2 Vol. 95, No. 5, May, 1953, pp. 554-566. 

3 [bid., p. 555. 

4+ Ibid., p. 566. 

5 “Accountants’ Fees,” in The Mississippi Certified Public Accountant, Vol. VI, No. 3, 
Winter, 1953, pp. 19-22 (reprinted from The California Certified Public Accountant). 

6 [bid., pp. 20-21. 
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Current Trends in Accounting—III 


For clients who would be surprised 
unpleasantly by a large bill, installment 
billings are recommended. 

Concerning fees for tax work: 
“Should accountants ask for retainers 

., as do lawyers?” For cases which 
extend over a long period, opines Mr. 
Taylor, the retainer plan or partial bill- 
ings are best unless the accountant’s 
patience is unlimited. 


Tax Accounting vs. Business 

Accounting 

President J. A. Phillips of the Insti- 
tute has appointed a special committee 
to establish “sound accounting princi- 
ples for income tax purposes.” ’ This 
follows a suggestion by Congressman 
Daniel A. Reed (R., N. Y.), chairman 
of the House Ways and Means Com- 
mittee. 

The members of the special commit- 
tee are Walter L. Schaffer, New York, 
chairman; Thomas J. Green, Leslie 
Mills, Maurice E. Peloubet, J. S. Seid- 
man, and William W. Werntz, all’ of 
New York; and John A. Lindquist of 
Cleveland. The research director of the 
Institute, Carman G. Blough, is to 
work with the committee. 

Congressman Reed had pointed out : 
“One of the most important contribu- 
tions which could be made towards in- 
come tax simplification would be to re- 
quire reporting for income tax pur- 
poses to conform to established busi- 
ness methods of reporting income... . 
[It] would be helpful if accounting 
groups could prepare a code of recog- 
nized accounting principles and meth- 
ods of accounting. If this were done, it 
might be easier for a taxpayer to com- 
pute his income tax in accordance 
with sound accounting principles and 
methods.” 

The new committee, The CPA re- 
ports, plans to release its code of prin- 
ciples by the Fall of 1953. 

? The CPA, April, 1953, p. 4. 
8 May 15, 1953. 


More Tax Write-offs 

“The Office of Defense Mobiliza- 
tion,” The New York Times reports,® 
“has agreed to grant extra liberal Fed- 
eral tax benefits to companies which 
build new defense plants in cities beset 
by chronic unemployment.” The Secre- 
tary of Labor, Martin P. Durkin, has 
proposed a plan which would. “let a 
company write off in five years, in the 
form of depreciation for Federal tax 
purposes, up to 100 per cent of the cost 
of a new plant.” 

The Office of Defense Mobilization 
would leave it to the Labor Department 
to certify which were the “chronic un- 
employment” areas. Officials have in- 
dicated that nearly all the 35 areas at 
present designated as “labor surplus 
areas’ would gain certification. For 
the most part, these are concentrated in 
the New England textile sections, and 
in the coal mining sections of Southern 
Illinois, Pennsylvania and Virginia. 


Replacement Cost 

The Council of the Association of 
Certified and Corporate Accountants 
reports a new service providing fixed 
asset replacement indices “to assist 
both industry and the profession in de- 
termining what sums should be put 
aside to cover the future replacement 
of fixed assets.” ° 

Designed to cover a “wide range of 
industrial equipment,” the indices are 
based on price changes over the last 15 
years. Collaborating with the Associa- 
tion in the project is The Economist 
Intelligence Unit, associated with the 
prominent periodical, The Economist. 


A Doctor’s Tax Problems 

Recently, in determining a doctor’s 
tax liability, the Internal Revenue Bu- 
reau needed some hospital records 
showing the names and addresses of his 
patients.!° The hospital refused to pro- 


9 The Accountant, Vol. CXXVIII, No. 4087, April 18, 1953, p. 469. é 
10 The Wall Street Journal, April 8, 1953. And see In the matter of Albert Lindley Leeé 
Memorial Hospital, — F. Supp. — (D. C., N. D. N. Y., February 25, 1953). 
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duce the records; under the New York 
law, they pointed out, a doctor may not 
disclose information acquired attending 
a patient professionally. 

The Bureau then obtained a court 
order and the hospital and the physi- 
cian moved (in the United States Dis- 
trict Court, Northern District, New 
York) to have the order vacated. The 
Court ruled that the names and ad- 
dresses of a doctor’s patients are not 
to be considered “information acquired 
in attending a patient in a professional 
capacity.” The Court could not under- 
stand “how a person is injured by the 
disclosure of the fact that he has re- 
ceived the services and care of a hos- 
pital and has been attended by a certain 
physician,” since these are “everyday 
incidents of life occurring openly and 
with notoriety.” 

However, the hospital was ordered 
to take “all precautions necessary”’ to 
see that the diagnosis and the patient’s 
treatments were not disclosed. 


Good News 


The Internal Revenue Bureau has 
adopted “a new policy aimed to cut 
down the year-after-year haggling with 
business men over their depreciation 
claims.” 1! The rule provides that if a 
depreciation rate is agreed upon for a 
particular property, the agency will ac- 
cept it thereafter unless there is clear 
indication that advantage is being taken 
of the government. 

This comes as welcome news to So- 
ciety members who have experienced 
this situation: a field agent accepts 
the depreciation rate used by a client; 
then another agent, examining for 
a later year, disapproves the very 
rate his predecessor accepted. 

In announcing the new policy, 
T. Coleman Andrews, Commissioner of 
Internal Revenue, said: 


“Determination of the amount of the 
deduction is largely a matter about which 


11 The New York Times, May 13, 1953. 


there may be reasonable differences of in- 
formed judgment, but the impact on the 
revenues resulting from these differences 
may be negligible one way or the other 
over the years involved. 

“. . effective on May 12, 1953, and as 
respects all open years for which agreement 
as to the tax liability has not been reached 
at any level within the internal revenue 
service as of that date, it shall be the policy 
of the service generally not to disturb de- 
preciation deductions, and revenue em- 
ployees shall propose adjustments in the 
depreciation deduction only when there is 
clear and convincing basis for a change. 


“This policy shall be applied to give 
effect to its principal purpose of reducing 
controversies with respect to deprecia- 
tion,’’12 


Uniform Accounting for 
Life Insurance Companies 


On April 12, 1953, Governor 
Thomas E. Dewey approved a bill au- 
thorizing the State Superintendent of 
Insurance to require all life insurance 
companies licensed to do business in 
New York State to adopt uniform pro- 
cedures.!’ The Superintendent is given 
power to “issue reasonable regulations 
prescribing the standards for the equi- 
table allocation of income and expenses 
as between lines of business and as be- 
tween investment expenses and insur- 
ance expenses.” 

This, it is expected, will simplify 
regulation of the amounts companies 
may spend for expenses, and determi- 
nation of the cost of carrying various 
types of policies. 

One effect of the new accounting 
system may be to require separating 
various classes of policies on the books 
of the insurance companies. As a re- 
sult the holders of policies more profit- 
able to the companies might receive 
higher dividend rates “proportional . . . 
to the loss experience of the insur- 
ance, ‘2 


12 Also see Accountant’s Weekly Report (Prentice-Hall, Inc.), May 18, 1953, quoting 
IR-Mim. No. 183, 5/11/53 and IR-Circular No. 144, 5/11/53. 


13 The New York Times, April 13, 1953. 
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Current Trends in Accounting—III 


New Auditing Program for Banks 


The New York State Bankers Asso- 
ciation has developed a model program 
especially designed for small banks.!* 

Prepared for the Association by a 
CPA who specializes in bank examina- 
tions, audit and control, the manual has 
been endorsed by the various examin- 
ing authorities. Cooperating in the 
preparation of the manual were repre- 
sentatives of the Federal Reserve Bank 
of New York, the New York State 

Janking Department, the Office of the 
Controller of the Currency, and the 
Federal Deposit Insurance Corporation. 

The Association cautions that bank 
examinations “are not expected to de- 
tect fraud” ; their function is to “evalu- 
ate the financial condition of the bank 
on a given date and to ascertain 
whether or not the management is con- 
forming to the requirements of applica- 
ble statutes and regulations.” 

Under the plan of the New York 
State Bankers Association, as ex- 
plained in its manual called “Safe- 
guarding the Bank’s Assets,” a bank in 
any part of the state “may call upon 
a local expert in audit control to pro- 
vide an individual program to meet its 
needs.” 

In summary, the manual outlines: 
(1) the audit coverage essential on a 
directors’ examination conducted by in- 
dependent accountants; (2) internal 
audit programs for the same purpose ; 
(3) the records and internal controls 
accountants normally would find in 
well-organized and efficiently-managed 
banks. 


Taxicab Accounting 


“Control of Taxicab Revenue,” is the 
title of a paper by James L. Peters, in 
The Virginia Accountant.!> Mr. Peters, 
treasurer of the Yellow Cab Company 
of Virginia, Inc., Richmond, Va., was 


14 The New York Times, May 3, 1953, 
15 Vol. VI, No. 4, April, 1953, pp. 15-20. 


formerly a staff accountant with a Vir- 
ginia public accounting firm. 

Readers are taken from the starting 
point in the accounting system—the 
taxi meter—through the manifest on 
which the driver records in detail the 
results of his day’s operation on the 
street, to the cashier’s audit of each 
driver’s daily manifest and receipts. 


Research Abroad 


In March, F. Sewell Bray, a char- 
tered accountant, delivered his inau- 
gural lecture as Stamp-Martin Profes- 
sor of the Research Chair of Account- 
ing recently founded by the Council of 
The Society of Incorporated Account- 
ants and Auditors in England.!® Mr. 
Bray, a prominent British accountant, 
and Senior Nuffield Research Fellow in 
the Department of Applied Economics 
at Cambridge University, discussed 
some of the current problems which 
confront the profession. He also indi- 
cated the directions his research studies 
would take. 

The following problems, noted Mr. 
Bray, are of concern to the profession 
at present: the accounting implications 
of expectation and forecasting; uni- 
formity in the presentation of financial 
statements; the effects of changing 
money values. 

Mr. Bray will be recalled as author 
of The Accounting Mission, which re- 
ported the substance of his lectures sev- 
eral years ago before the seven Aus- 
tralian universities.!” 

At a dinner given by the Society of 
Incorporated Accountants to mark the 
occasion of the first lecture, Mr. Bray 
revealed this autobiographic informa- 
tion. He had originally wanted to read 
Theology at Oxford “but was deflected 
into accountancy by his father, who 
wanted no impecunious curates in the 
family.’’!8 


Financial Section, p. 6F. 


16 The Accountant, Vol. CXXVIII, No. 4083, March 21, 1953, p. 327. . 
17 See review in The Accounting Forum, Vol. XXIII, No. 1, May, 1952, pp. 50-51. 
18 Accountancy, Vol. LXIV (Vol. 15, New Series), No. 716, April, 1953, p. 132. 
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How to Get Along with People 


Herbert D. Soper, CPA, of Arthur 
Andersen & Co., CPAs, offers this 
message in a recent issue of The Arthur 
Andersen Chronicle: }9 

“Ability to get along with people— 
human relations—is a vehicle whereby the 
confidence of the Firm as a whole is gener- 
ated from within and transmitted to others. 

many personnel problems arise in 
business today as a result of ‘conflicts of 
personality’. Many of these problems are 
avoidable. Too many of our own person- 
nel and client relations problems stem from 
a lack of full understanding and coopera- 
tion between all individuals concerned. 
And many of them are avoidable. We must 
learn to adjust ourselves more readily to 
others, to respect their views and, without 
antagonism, present opposition and earn 
their respect. We must, if we are to realize 
our maximum potential as individuals and 
Firm, work more affirmatively on our hu- 
man relations.” 


Te 8] 


A Hair of the Dog 


S. B. Brown, Australian chartered 
accountant, reports?® that in Australia 
some persons, not members of the rec- 
ognized Institutes of accountants and 
therefore not bound by codes of ethics, 
“advertise fairly extensively for pro- 
fessional work”, particularly in the 
country areas. 

To overcome this, one of the Insti- 
tutes authorized a form of advertise- 
ment to be inserted from time to time 
in the press “in any country area selec- 
ted by the relevant State Council.’ The 
advertisement “carries the full name of 
the Institute” and reports that the an- 
nouncement is made “for the informa- 
tion of the public.” Then it sets forth 
the “sort of person a Chartered Ac- 
countant (Aust.) is professionally” and 
notes that he is forbidden to advertise 
or canvass for business. 


Figuring Goodwill 


How should goodwill of accountancy 
practices be figured? An anonymous 





19 Vol. XIII, No. 1, December, 1952, p. 


Milwaukee office of the firm. 


5: 


contributor to the Accountants’ Jour- 
nal?! offers these possibilities : 

(1) 2 to 3 years’ purchase price of 
the net profits, the latter averaged over 
5 to 10 years; (2) a modification of 
this basis, super-profits being used in 
the average rather than net profits ; (3) 
purchase of gross fees: 1, 2 or 3 years; 
(4) the same as (3), excluding non- 
recurring items; (5) percentage of 
gross fees on a reducing scale for 3 to 
5 years following the sale of the prac- 
tice; (6) valuation on one of the meth- 
ods described above, both on the admis- 
sion of a partner and on his death or 
retirement. The share of goodwill of 
the partner is his profit-sharing ratio of 
the difference between the two valua- 
tions; (7) fees attributable to or origi- 
nating from one partner may be segre- 
gated from other fees and averaged 
over a period of from 5 to 10 years. 
His share is 2 to 3 years’ purchase of 
those fees; (8) the figure set by an in- 
dependent outsider after examination 
of the affairs of the partnership; (9) a 
sum set when the partnership begins, 
with provision for periodic review. 
Different amounts may be set for the 
various partners. 


Staff Training Programs 


In an article in the Pennsylvania In- 
stitute of Certified Public Accountants’ 
bulletin, The Spokesman,?? Robert L. 
Leonard discusses staff training in 
small public accounting offices. 

In large part, staff training is accom- 
plished on the job, but formal training 
through lectures is necessary. Mr. 
Leonard suggests two-hour lectures on 
Saturdays during the last two or three 
months of the year—or at any other 
convenient time. 

The program might cover these sub- 
jects: (1) professional behavior; (2) 
books and records and_ supporting 
documents ; auditors’ marks ; (3) work- 


Mr. Soper is the partner in-charge of the 


20 The Accountant, Vol. CXXVIII, No. 4084, March 28, 1953, p. 371. 


21 
oy) 
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“Goodwill in Accountancy Practices,” Vol. 31, No. 8, March 
Vol. XXIII, No. 3, November, 1952, p. 3. 


2, 1953, pp. 265-268. 
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ing papers, audit notes and indexing ; 
(4) accounting principles and auditing 
procedures ; (5) approach to problems ; 
(6) tax accounting and tax return 
preparation ; (7) systems; (8) cost ac- 
counting and renegotiation of govern- 
ment contracts; (9) government regu- 
lations generally; (10) AIA releases ; 
(11) presentation of financial data ; re- 
port writing; (12) case studies. 


CPA Handbook 


The CPA Handbook, published by 
the Institute, deals with “all things that 
help the accountant to run his own of- 
fice, cut down his costs, reduce waste 
of time and tighten his procedures.” 
Many practitioners aided in preparing 
the work. Firms “contributed material 
requiring days to prepare’, and others 
provided expensive forms and manuals. 

27 chapters, each by a different 
author, comprise the Handbook. 


Decide Each Case Separately 

To what extent may the independent 
CPA rely on the reports of the internal 
auditor? The visiting accountant must 
decide “in the circumstances of each 
case,” says W. G. Densem, a chartered 
accountant, in an address before the 
London Chapter of the Institute of In- 
ternal Auditors.?4 

Internal auditing, to be relied upon, 
must represent an “independent and 
competent appraisal.” Also to be 
weighed are the “level of management 
to which the internal auditor is respon- 
sible” and the significance management 
itself accords the internal audit work. 


Aid to Management 


“Internal Auditing as an Aid to 
Management” is the title of William T. 
Jerome, III’s, paper in The Harvard 
Business Review.** His conclusions are 
based in part on his visits to a number 





of large industrial organizations, where 
he conferred with auditors and man- 
agement. 

The public accountant undertakes an 
audit ‘“‘to provide the basis for an in- 
formed opinion about the company’s 
financial statements;”25 he is con- 
cerned mainly with “making test checks 
to determine the validity of the re- 
ported values and with studying the 
effectiveness of the company’s system 
of internal control.” 

The internal auditor’s objective, on 
the other hand, is “to make more de- 
tailed examinations of various financial 
and accounting documents with an eye 
not only for the accuracy of the figures 
... but also for the clues that they give 
for the efficiency of operations.” 2° For 
example, in auditing payrolls, internal 
auditors might conclude that overtime 
or high labor turnover figures raise 
questions about operations which 
should be brought to the attention of 
management. 


Advice to the Accountant on 
the Witness Stand 


Sir Gerald Upjohn, judge of the 
High Court, discussed “The Account- 
ant in the Witness Box,” before a meet- 
ing of chartered accountants in London 
in March.?7 

The judge knows, said Justice Up- 
john, that when a chartered accountant 
goes into the witness-box he is going 
to be “an impartial witness of truth.” 
However, there is the obvious conflict 
of two accountants “representing op- 
posite sides and giving evidence in an 
opposing sense.” The judge explained 
this as reflecting matters of opinion. 

A witness must understand his fig- 
ures, noted the judge: partners appear- 
ing as witnesses should be familiar with 
the schedules their assistants have pre- 
pared. 


23 Reported in The Accountant, Vol. CXXVIII, No. 4084, March 28, 1953, pp. 372-374. 
24 Vol. 31, No. 2, March-April, 1953, pp. 127-136. Mr. Jerome is Research Associate in 


Business Administration at the School. 


25 Tbid., p. 135. 
26 Idem. 


27 The Accountant, Vol. CXXVIII, No. 


] (@) 5 3 


4086, April 11, 1953, pp. 425-426. 
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Accountants are advised not to make 
complicated calculations on the witness 
stand: “. . . being in the witness-box is 
a matter of great nervous strain and it 
is not fair to ask any accountant to do 
a... complicated calculation . . . to 
bring out some point which the oppos- 
ing counsel wishes to make.” Account- 
ants are advised to request the Court’s 
permission “to withdraw and make the 
computation” or for an assistant to 
do it. 

When under cross-examination by 
hostile counsel “however much an- 
noyed and irrated . . . and however 
rightly” the accountant-witness should 
attempt to avoid losing his temper and 
should give the best answers he can. 


Accountants’ Liability Insurance 
The accountants’ liability policy, a 
“legal liability and defense policy ap- 
plying to the performance of services in 
a professional capacity as accountants 
for others,” is discussed by Richard T. 
Wood, insurance underwriter, in an 
article in The Casualty and Surety 
Journal.*® Accountants’ liability insur- 
ance, in existence for about 45 years, 
was first written in England. At one 
time, it is interesting to note, “it was 
even suggested that Parliamentary ac- 
tion should be taken to prohibit the 
writing of such insurance,” question 
being raised whether it was legal for 
accountants to protect themselves from 
pecuniary loss arising out of their own 
irregularities or neglect of duty.’? 
Large claims may be brought for 
damages alleged to have been caused by 
accountants; on occasion nuisance or 
strike suits are brought. Mr. Wood 
notes that “defense costs such as legal 
fees and expert testimony can mount 
up very rapidly.” While an individual 


practitioner “may have sufficient con- 
fidence in himself to carry his own pro- 
fessional liability . . . when it is neces- 
sary to operate through employees or 
agents, sometimes widely scattered, it 
becomes more difficult to exercise con- 
trol, thereby enlarging the risk.” 

What proportion of accountants car- 
ries accountants’ liability insurance? 
One in five, it is estimated.*? 


Women in Accountancy 


Mrs. Belen Enrile-Gutierrez has 
been elected president of the Philippine 
Institute of Accountants.?! 


Tribute 


Shri G. Basu, president of the Insti- 
tute of Chartered Accountants of India, 
quotes the Comptroller and Auditor 
General of India:*? “An independent 
and efficient body of Chartered Ac- 
countants is the best insurance against 
black marketing and tax-dodging. . . .” 


Harvard Invites British Students 


The Harvard Graduate School of 
Business Administration (joining with 
the British Institute of Management) 
again offers to two British junior 
executives, now in industry, fellow- 
ships for the two-year M.B.A. course. 
Harvard will grant $1,200 a year to 
each student; his employer, the same 
amount.%3 


Ribbing the Tax-framers 


R. K. Dalal, chartered accountant, of 
India, who conducts a section in The 
Chartered Accountant (of India) 
called “Random Jottings” offers this 
maxim’ for tax legislators:3+ “The 
framers of Income-tax Act should con- 
cern themselves with seeking an op- 
timum point between complexity and 
inequity.” 


28 “Protecting the Accountant,” Vol. XIV, No. 2, March, 1953, pp. 56-61. 


29 Jbid., p. 59. 
30 Jbid., p. 58. 


31 Newsette (publication of Philippine Institute of Accountants), Vol. III, Series 12, 


December, 1952, p. 1. 


32 The Indian Accountant, Vol. XXIV, No. 11, New Series, February, 1953, pp. 250-251. 
33 Accountancy, Vol. LXIV (Vol. 15, New Series), No. 716, April, 1953, p. 110. 


34 Vol. 1, part VII, January, 1953, p. 345. 
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Current Trends in Accounting—III 


“A Complete Lack of Uniformity” 


There is a complete lack of uniform- 
ity in accounting and auditing proce- 
dures in various countries, reports Mr. 
J. Kraayenhof, past-president of the 
Netherlands Institute of Accountants. 
Discussing the subject of international 
auditing practice at a meeting of Lon- 
don and District Society of Chartered 
Accountants early this year,*> he points 
out that from the “formal” aspect, there 
are “major differences in terminology, 
in nomenclature of ledger accounts and 
in methods of drafting the annual ac- 
counts and the notes thereto.” *° 

As for the “material” aspect, there is 
considerable divergence in methods of 
valuation, in the treatment of surplus, 
in taxation, and in the way in which 
taxes are treated in the accounts. 

The United Kingdom, the United 
States, Germany, and the Netherlands, 
notes this Dutch accountant, have 
reached a “comparable professional 
level.” 37 


Great Britain Deliberates No 
Par Value Shares 


During the last war, a British Com- 
mittee, considering Company Law 
amendments, decided that “despite the 
advantages, there appeared to be little 
enthusiasm for, and indeed much oppo- 
sition to, such an innovation.” 38 How- 
ever, reports The Accountant, “a 
change in political outlook” since 1945 
“has modified the opposition . .. and a 
greater awareness by industry of the 
implications of no par value shares has 
stimulated the enthusiasm.” 

The magazine continues: “in Amer- 
ica... opinion on the merits of no par 
value shares ... [is] by no means un- 
divided... .” 

After discussing the principal advan- 


tages claimed for no par shares, the 
article concludes with the comment, “It 
has long been recognized in this coun- 
try that the rule of the road should be 
changed to conform to the practice in 
most other countries but nothing has 
been done about it because of the up- 
heaval it would cause to car manufac- 
turers, motorists and pedestrians. The 
same attitude seems to be held towards 
the introduction of no par value shares 
even if the change would be for the 
ultimate good of the community. 
Minor reforms are sometimes more dif- 
ficult to achieve than major cam- 
paigns.” 


Offer Your Clients Budget 
Installation Service 


Walter R. Bunge, CPA, budget di- 
rector of Allis-Chalmers Manufactur- 
ing Co., suggests that public account- 
ants offer their clients budget consulta- 
tion and installation services. These 
benefits would result :°9 (1) It gives 
clients additional service of exceptional 
value; (2) It establishes closer and 
continuing relationship with clients; 
(3) Off-season work is provided : “The 
client would be no more eager than you 
to work on a budgetary installation . . . 
when he is engaged in the throes of 
annual closing . . .”; (4) Offering this 
consultation service tends to “prevent 
inroads by some non-professional firms 
in this aspect of what could and really 
ought to be a part of the accounting 
profession.” 


Hidden Costs 


Do your clients’ costs include hidden 
elements due to excessive labor turn- 
over? Two New Zealand companies 
made a careful study of their labor 
turnover,*? then applied the lessons 


35 The Accountant, Vol. CXXVIII, No. 4082, March 14, 1953, pp. 298-305. 


36 Tbid., p. 299. 
7 Ibid., p. 300. 


38 Vol. CXXVIII, No. 4087, April 18, 1953, p. 450. 


39 “Budgets and the Certified Public 


Accountant,” in the Ohio Certified Public 


Accountant, Vol. XII, No. 2, Spring, 1953, pp. 22-25. (Condensation of a talk before a 
discussion group of the Milwaukee Chapter of the Wisconsin Society of CPAs.) 
10 “Labour Turnover,” in The Accountants’ Journal, Vol. 31, No. 6, January 1, 1953, 


p. 213. 
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taught by the analysis. Result? A drop 
in turnover from 100 per cent to 25 
per cent. 


Many Purchases, One Bill 


Here is a credit-granting and joint- 
billing plan that gives the bank more 
bookkeeping ; the merchant, less.*! 

Small merchants in the cities where 
the plan operates send all their charge 
sales slips to the bank for immediate 
credit. The bank bills each customer 
once a month for his purchases during 
the past month from all the stores. The 
customer need not be a depositor in the 
bank. 

The plan operates in these cities, 
among others: Washington, D. C.; 
Rochester and Yonkers, N. Y.; Plain- 
field, N. J.; Jackson and Kalamazoo, 


Mich.; South Bend, Ind. ; Chicago. 


10 Steps to Cost Reduction 


How should one go about studying 
office work with a view to effecting cost 
reduction? A British cost accountant 
offers this 10-step summary :#? 

1. Study and analysis ... of the work now 
being done. 

Determination of essential work. 
Elimination of unnecessary operations. 
Consideration of all alternative 
methods .. . for each remaining opera- 
tion. 
Selection of the best method for each 
operation . . . [considering]: (a) con- 
trol. (b) cost. 
6. Determination of fair work standards 
for each operation. 
7. Calculation of ... 
8. Assignment of jobs 
smoothest flow of work. 
9. Re-layout of the office in accordance 
with work-flow and space standards. 
10. Training of the crew and istallation 
of the new procedure. 


HRN 


un 


crew required. 
. to give the 


Interpreting the Report 


How can the public accountant assist 
the client whose staff includes no quali- 
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fied accountant to interpret the public 
accountant’s annual report? In two 
ways, notes the Accountants Journal :*° 

(1) The accountant should prepare 
a short statistical summary of the main 
trends reflected by the accounts. These 
might include: ratio of net profit to 
sales; percentage of net profit to capi- 
tal; working capital ratio; acid test 
ratio; average period of merchandise 
turnover; average period of credit 
granted to debtors. 

(2) A simple statement of applica- 
tion of funds or funds statement. This 
would help prevent discovery, too late, 
that a business had been overtrading. 
Profit in itself does not “automatically 
imply greater liquid resources.” 

Such aids must be provided by the 
public accountant: “professional tech- 
niques . [cannot] remain static in 
a dynamic environment.” 


Too Many Figures? 


This note is from a review of Retail- 
ing Principles and Practices by Paul L. 
Brown and William R. Davidson, in 
“The Business Bookshelf”, the Monday 
morning column conducted by Burton 
Crane in the business section of The 
New York Times.*4 

Mr. Crane observes: “The authors 
appear to have aimed this volume at 
the business man (or at the student) 
who wants to learn about retailing 
without learning accounting first. Ac- 
counting, of course, is tackled, but 
without the happy mania for figures as 
figures that characterizes so many 
books of this kind. This one seems 
thoroughly practical.” 


Penny-wise Accounting 


R. L. B. Joynt, chartered accountant, 
presents a Canadian case history on the 
elimination of pennies in records and 


41 Credit and Financial Management, Vol. 55, No. 3, p. 12. 


42 Norcross, H. H., “Office Mechanisation,” in The Cost Accountant (journal of the 
Institute of Cost and Works Accountants, London), Vol. 31, No. 9, February, 1953, p. 295. 
Mr. Norcross’ illustration is taken from a paper by A. B. Waring, chartered accountant, 
before a summer course of the Institute, at Christ Church, Oxford, in September, 1950. 


43 Vol. XLV, No. 542, April, 1953, p. 85. 


44 January 19, 1953. 
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financial statements.*> He considers at 
length the “rounding-out” principle as 
applied to purchases, sales, payrolls, 
inventories, capital assets and deprecia- 
tion allowances, production cost rec- 
ords, and sundry other items. 

In four months of operation of 
penny-wise accounting in the Canadian 
Kodak Company, of which Mr. Joynt 
is comptroller, the savings made—in 
general accounting and cost accounting, 
through the reduction of clerical errors, 
by economies in printing and stationery 
costs, and in clerical time attributable 
to improved forms design—are “begin- 
ning to accumulate.” ‘“Penny-wise ac- 
counting,” comments Mr. Joynt, “has 
lost its novelty to become firmly estab- 
lished in our accounting system.” 46 





Reports for Credit Grantors 


“What should credit grantors look 
for in accountants’ reports?” asks 
Thomas G. Higgins, CPA, in a talk 
before a joint meeting of the Robert 
Morris Associates (New York Chap- 
ter) and The New York State Society 
of CPAs’ Committee on Cooperation 
with Bankers, in New York City, on 
December 10, 1952.47 

Renegotiation, price redetermination, 
and inventories are of special interest. 
Where LIFO is used, the report should 
show the date it was adopted, but cur- 
rent or replacement values of LIFO 
inventories should not be presented. 

The amount of insurance coverage is 
important; credit grantors would like 
to be able to check its adequacy. There- 
fore, ‘a long-form report should usual- 
ly include a description in summary 
form of all insurance. in force with an 
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indication of the book value of the rela- 
tive assets.” 48 

Fewer long-form reports are being 
issued, notes Mr. Higgins. And the 
opinion paragraph continues to be the 
most important one in the report. 


Banker-Accountant Cooperation 


In The Bulletin of the Robert Morris 
Associates, Stephen Chan, CPA, of. 
our Society, discusses some problems 
dealing with CPAs’ reports to bankers. 

While the banker prefers that annual 
reports “be completely verified and 
audited” 5° the borrower or client may 
not wish that certain audit procedures 
be undertaken. For example, to reduce 
the cost of the audit, the client may 
seek the omission of a “detailed, prop- 
erly supervised inventory,” or the send- 
ing of confirmation requests to custom- 
ers. Or, the client may wish to release 
only the balance sheet and condensed 
operating statement, while the banker 
prefers a detailed report, including 
comments on scope of audit, accounts 
receivable aging details, inventory de- 
tails, insurance coverage data, analysis 
of operations, and detailed schedules to 
support the balance sheet and profit 
and loss statement. 

“If a detailed report is desired,” Mr. 
Chan concludes, “the banker should re- 
quest this of the borrower in advance 
of the . . . year-end.” *! 


Post-Balance Sheet Events 

In The Texas Accountant,>? Sam M. 
Woolsey, CPA, Assistant Professor of 
Accounting at the University of Texas, 
discusses the accountant’s responsibil- 
ity for reporting events which take 
place after the end of the period under 
audit. 


45 Joynt, R.L.B., “Penny-Wise Accounting”, in The Canadian Chartered Accountant, 


Vol. 62, No. 3, March, 1953, pp. 121-128. 


+o Tbid., p. 125. See, also, “Current Trends in Accounting” in The Accounting Forum, 
Vol. XXII, No. 2, December, 1951, p. 20, item on “Centsless Accounting.” 

47 Higgins, Thomas G., “Accounting Problems in Credit Circles”, in The Bulletin of the 
Robert Morris Associates, Vol. 35, No. 7, March, 1953, pp. 241-249. 


18 Tbid., p. 247. 


19 Vol. 35, No. 8, April, 1953, pp. 269-273, 286 


50 Jbid., pp. 270-271. 
51 Ibid., p. 271. 


52 Vol. XXV, No. 3, March, 1953, pp. 1, 3-4 (Publication of the Texas Society of 


CPAs). 
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“Non-ordinary” events occurring 
after the end of a fiscal period are to 
be considered significant “if the reader 
of the financial statements would react 
differently depending upon whether he 
knew or did not know that the event 
happened.” 

The company under audit, notes 
Professor Woolsey, must disclose these 
events ; the auditor cannot offer an un- 
qualified opinion if he knows that such 
disclosures have not been made. 

Illustrative of situations “not within 
the normal course of the business” are 
these: 

1. A fire or other casualty occurring 
after the end of the period but before 
the issuance of the report, which has 
destroyed a significant portion of the 
company’s assets. With inadequate in- 
surance, the company’s net worth has 
obviously been lowered: even where 
there is insurance, it is likely that the 
damage would cause loss of profits until 
the assets could be replaced. 

2. A significant change in the prices 
of items under contract. 

3. The death or resignation of a key 
official. 

4. The development of a definite 
liability, significant in amount, which 
had been considered only contingent at 
the end of the period. 

5. Sale of any major portion of the 
company’s assets. 

6. Management’s decision to make 
major changes in company’s policies, 
for example, giving up operation as a 
wholesaler to embark upon manufac- 
turing. 

7. Decision to change long time debt 
or capital structure in significant 
fashion. 


Dickinson Lectures 


The 1953 Dickinson Lectures at 
Harvard University were delivered on 


The New York Certified Public Accountant 





March 9 and 10 by H. E. Humphreys, 
Jr., president of the United States Rub- 
ber Company. Mr. Humphreys spoke 
on “The Accountant in Management” 
and “Accounting as a Tool of Manage- 
ment.” 


Condition Unchanged 


Here is a quotation from the 
“Twenty-five Years Ago” column of 
The Accountant ; it appeared origin- 
ally in the March 10, 1928, issue: 


“One of the peculiar features of account- 
ancy is the infinite variety which its prac- 


’ 


tical problems assume.” 


Administrative Agencies— 
Good or Bad for Accounting? 


Only within the past half century, 
says William W. Werntz, formerly 
chief accountant of the S.E.C., have 
government requirements for data— 
and the resulting regulations—become 
‘a guiding force in the development of 
modern accounting.”*4 

The government’s administrative 
agencies “have forced the maintenance 
of better records; .. . have enlarged the 
use of accounting and accountants.”>° 
But to some extent they have also 
“forced accounting into outdated 
moulds” or “required observance of 
principles well-suited for limited pur- 
poses but ill-suited for most uses. > 

“On balance,’ Mr. Werntz 
cludes, “it seems probable that account- 
ing thought and practice has _pro- 
gressed further and faster under the 
stimulus of such [administrative] agen- 
cies than it otherwise would have 
done.” 


con- 


20th Anniversary 


The Accounting Society, an organ- 
ization of Accountancy students at the 
School of Business and Civic Admin- 
istration of The City College of New 
York, has issued a 20th Anniversary 


53 Vol. CXXVIII, No. 4081, March 7, 1953, p. 288. 
54 Werntz, William W., “The Influences of Administrative Agencies on Accounting in 
the United States,” in Accounting Research, Vol. 4, No. 1, January, 1953, pp. 77-95, at p. 77. 


5 Ibid., p. 95. 
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Edition of its publication, The <Ac- 
counting Forum. 

In a 72-page issue, are presented 
these papers covering accountancy and 
related subjects during the years 1933- 
1953: A. C. Littleton on “Accounting 
Theory” ; Maurice E. Peloubet on “Au- 
diting Procedures”; Maurice Austin 
on “Federal Income Taxation”; B. 
Bernard Greidinger on “Regulation of 
Accounting Practice’; Walter B. 
McFarland on “Cost Accounting Prac- 
tices’; Max Block on “The Adminis- 
tration of an Accounting Practice” ; 
Jennie M. Palen on “Women in Ac- 
countancy”; Cornelius M. Ahearn on 
the “Changing Status of Controller- 
ship.” 

Also included are: “Accounting Ed- 
ucation,” by Stanley B. Tunick; ‘The 
Department of Accountancy of The 
City College”, by Leo Rosenblum; 
“Beta Alpha Psi (the national account- 
ing honor society)—Alpha Gamma 
Chapter”, by E. I. Fjeld; and the 
history of The Accounting Forum, by 
John J. W. Neuner. 

Renegotiation: What is a 

Reasonable Profit? 


Writing in The Connecticut C.P.A.,*° 
C. Richard Gunzer, C.P.A., discusses 
“Renegotiation Pointers”. After con- 
sidering the segregation of defense 
business from commercial work, ex- 
emption possibilities, CMP symbols, 
cost allocations, the steps to perform 
after filing renegotiation forms, reason- 
able compensation, and how statutory 
factors can aid, Mr. Gunzer turns to 
“What Is A Reasonable Profit?” 

He presents a condensed table of 
“sample settlements. . . . made based 
upon World War II Earnings.” While 
the figures do not represent “the aver- 
age allowed in the industry . . . they are 
representative .. . because the percent- 
ages apply to a substantial amount of 


56 Vol. 16, No. 2, Spring, 1953, pp. 16-21. 
57 Ibid., p. 20. 
58 Idem. 
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business in each case.’>”? Here is an ab- 
stract from Mr. Gunzer’s summary : 
% Profit to Sales Before 


axes 
Before After 
Renegotia- Renegotia- 

Industry tion tion 
antiaei. cere cele 20.0 11.8 
CVO cha totes catectse 18.0 123 
Asreratt Parts: ...<s< 2: 38.0 12.0 
Ball Bearings ...... 33.6 14.0 
Construction ........ 25.5 9.0 
Metal & Woodwork... 26.0 11.6 
Industrial Drums .... 49.0 11.6 
Sheetmetal Fabrication 36.7 14.7 
Valwes> co cctieren cues 37.0 12.5 


Turning from the above table, the 
World War II allowances, it is to be 
noted, varied widely “ranging from 2% 
on sales, before taxes, for a manufac- 
turer of small arms amunition, to 32% 
for a processor of cut carbon for the 
atom bomb;’’ jobbers, dealers, dis- 
tributors, sales engineering and man- 
agement firms, Mr. Gunzer reports, 
were allowed widely varying profits ; 
the range was from 1.15% to 63%. 
Currently, the range of profit allow- 
ances before taxes “seems to be run- 
ning from 9% to 18%;” the greatest 
majority are in the 11% bracket. The 
tendency, it would appear, is to be more 
liberal than during World War II 
“provided a good presentation is made 
in support of the statutory factors.” 


What Was in the Tank? 


At a recent meeting of the Office and 
Staff Managers Group of our state 
Society, one discussant reported his 
procedure in testing the inventory of 
a chemical plant. His practice included 
sending samples to a laboratory for 
analysis. 

This renders timely an account re- 
ported in The Accountants’ Journal.%? 

In testing the inventory, the auditor, 
a young chartered accountant, “went 
along with the chemist to tank number 
707 and climbed up a short ladder to 
a platform at the top.” The auditor 


__ 59 Dixon, Stanley, “Verification of Stock in a Chemical Works,” Vol. 31, No. 7, 
February 2, 1953, pp. 233-234. (Reprint of an article from The Accountant). 
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checked the conversion of the dip stick 
reading into the quantity represented 
by the level in the tank. He discussed 
prices, processes, and transportation 
cost. 

‘Being a wise man and knowing 
that auditors are only human after all, 
and that a well-timed concession at the 
beginning of an audit works wonders 
later on,” the auditor agreed to the 
price computation made by the com- 
pany’s representatives. Then he “went 
home feeling not dissatisfied with his 
day’s work. He had been true to his 
principles and had learned a lot.” 


The New York Certified Public Accountant 





But the terminal paragraph of the 
article reads: “Little Audrey at the 
chemical works laughed and laughed 
and laughed, because she knew that it 
did not matter whether solvent naphtha 
was taken into stock at 1s.6d. or 1s.9d. 
For the chemist was also a practical 
joker and tank number 707 didn’t con- 
tain solvent naphtha at all, but creo- 
sote, which was certainly not worth 
more than 6d... . [T]o have found 
that out the author would have had to 
have been not only a mathematician, a 
physicist, and an accountant, but a 
chemist as well.” 


Loss of Status As a Real Estate Corporation 
(Continued from page 488) 


stances where property is transferred 
in liquidation from a real estate cor- 
poration to a business corporation, or 
where a real estate corporation is 
merged into a corporation taxable 
under Article 9A. 

| have indicated that the 2% reclas- 
sification tax is based upon the excess 
of a corporation’s net worth over the 
amount paid in for the capital stock 
of the corporation. In this connection 
an interesting point is now being re- 
viewed by the Bureau. There are a 
considerable number of New York real 
estate corporations that are the result 
of insolvency reorganizations of prede- 
cessor corporations. Generally these 
corporations were capitalized at a nomi- 
nal amount in excess of their mortgage 
indebtedness. Section 112(b)(10) of 
the Internal Revenue Code has pro- 
vided, since 1943, that this type of 
reorganization was tax-free and that 
the proper basis of the property to the 
existing corporation is the predeces- 
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sor’s basis. Because these properties 
were largely built in the boom years, 
this basis is often considerably in ex- 
cess of the book value. Upon a reclas- 
sification or liquidation, will the Bureau 
consider the tax basis of the property 
as the amount paid in for stock just as 
the Treasury Department does—or will 
it confine itself to the much lower mar- 
ket value at date of reorganization, or 
to the book value where the book value 
represented the aggregate of the then 
outstanding mortgage indebtedness? 
We are awaiting the answer of the 
Bureau on this point with considerable 
interest. 

In order to keep this talk to respect- 
able proportions, I have deliberately 
pitched it at a general level. In the 
question and answer period that will 
follow, we will attempt to have an- 
swered for you any specific questions 
you may have concerning this problem 
of loss of status as a real estate cor- 
poration. 
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Public Accountant Examination 
| May 14, 15 and 16, 1953 














THEORY OF ACCOUNTS 
Friday, May 15, 1953—1.30 to 5 p. m., only 


This paper is intended to test the extent of your knowledge of accounting theory 
and your ability to apply the knowledge you have acquired. Due weight will be given 
to the arguments presented to support your answer to each question, even though the 
examiners may not agree with your conclusions. 


Answer any eight of these eleven questions. 
1 [12%] 

a In the trial balance of the balance-sheet accounts prepared tow ard the close of 
a corporation’s fiscal year, there is a debit balance in the account “Allowance 
for Doubtful Accounts.” Explain how the debit balance probably arose. 
Does the debit balance indicate that the allowance at the close of the prior 
fiscal year was inadequate? 

b Describe two different methods that are used in estimating the amount required 
to provide for doubtful accounts. Discuss the advantages and disadvantages 
of each method. 

c Bad debt expense may be classified on the income statement as a direct 
deduction from Sales. Give the theoretical justification for such treatment. 


2 [12%] State the arguments that have been advanced by proponents of the 
theory of basing depreciation on replacement costs and discuss objections which others 
have expressed to this theory. 


3 [12%] The customers of an equipment sales company frequently “trade-in” 
used equipment which the company accepts in partial payment for new equipment. In 
one instance, a customer purchased new eqiupment at a list price of $15,000, receiving 
an allowance of $1,800 on old equipment traded in and paying the balance of $13,200 
in cash. 

[he company estimates that the used equipment, after reconditioning at a probable 
cost of $400, can be sold for $2,100. The company’s average gross profit is 30% on sales 
and its net profit is 5% on sales. 

Discuss three ways in which the vendor company can record the transaction detailed 
above. Include the ‘following points in vour discussion of each method: the journal 
entry required at time of the trade-in, the treatment of unsold trade-in merchandise on 
the balance sheet, and the effect of the method on the determination of annual net 
income, assuming that the trade-in equipment which has not yet been reconditioned 
remains unsold at the end of the fiscal year. 


4 [12%] 

Exclusion of all overhead from inventory costs does not constitute an accepted 
accounting procedure. On the other hand, inclusion of all expenses is also unacceptable. 
Somewhere between these two extremes is the area of accepted. practice. 

a Name two broad classes of expense items which should be excluded from 
inventory costs and explain why each should be excluded. 

b Give arguments for and against the proposition that all fixed overhead should 
be excluded from inventory costs. Discuss fully. 


5 [12%] Included among the accounts of a client as of December 31, 1952, you 
found an account called “Miscellaneous Reserve.” Analysis of the account showed 
that it was opened in 1950 with a $50,000 credit. Of this amount, $40,000 had been 
debited to Premium on common stock account and $10,000 had been debited directly 
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to Profit and Loss. There had been no charges against the reserve in 1950. Company 
— stated that the reserve was intended to provide for possible losses on inventory 

ue to subsequent price declines and to provide for general but unknown contingencies. 
i, 1951 an additional amount of $10,000 was added through a debit to Profit and Loss. 
Charges were made in 1951 as follows: 


Writedown of closing inventory to market ........ $20,000 
Writedown of investments in stocks .............. 10,000 
Loss on one large customer who was bankrupt .... 15,000 


The balance of the reserve is maintained because it is believed that additional losses 
will have to be taken on the inventory. 

State fully your opinion as to the acceptability of the accounting treatment of this 
“reserve” by the company, giving reasons to support your conclusions. 


6 | 12! 2] 

The Arcain Corporation was formed in July 1952. At date of incorporation it issued 
$1,000,000 of $100 par value common stock at par for cash. Operations during the 
remainder of 1952 resulted in $60,000 net income. As a result of its operating experi- 
ence it was decided that $800,000 of contributed capital would be adequate to meet 
foreseeable operating needs and provide for reasonable expansion. At a directors’ 
meeting in January the following independent suggestions were made to take care of 
the excess capitalization: 


a Reduce shares from $100 to $80 par value. 
b Invest $200,000 of excess cash in the firm’s own shares. 
c Distribute a cash dividend of $20 per share. 
d Resort to a quasi-reorganization and write down various assets by $200,000. 
You are to explain how sound and reasonable each of these suggestions is in 
accomplishing the desired purpose. 


7 [12%] During your audit of the XYZ Company, which closes its books on 
December 31, you examine the life insurance policies, premium receipts and confirma- 
tions returned by the insurance companies in response to your request for information. 
You find that the company paid premiums during the year on the following policies 
insuring the life of Wilson Jones, president of the company: 








Date of 
Premium annual Cash surrender value 
Sole owner and Face amount — paid dur- premium December 31 
beneficiary of policy ing year payment 1952 1951 
(1) XYZ Comp: eee $100,000 $2,500 June 30 $32,000 $30,000 
(2) Hattie T. Jones, wife 
of Wilson Jones.... 50,000 1,600 Sept. 30 15,000 14,000 
(3) SYZ Company. ........ 100,000 3,600 Dec. 31 22,000 19,000 


Indicate how you would present the above facts on the balance sheet of the XYZ 
Company at December 31, 1952, including supporting computations as part of your 
answer. Give the justification for the treatment which you propose, including an 
explanation of the disposition of the premiums paid. 


8 [12%] The following is a statement of Income and Retained Earnings of XYZ 
Company for the calendar year 1952: 


Oe”. BER Eee ona een EA de or er rar ae Om SpE $20,000 
1655: Gostiol Products SOG. o5c.s.84 4 isos esa cess 15,000 
$ 5,000 
Other income: 
Bbc: sewig Sia wi 2. Kas Se SS ew are we Bie $ 600 
OT ea eres ere Sareea erent Se 7,000 
PUMICE Uk, 6 ore didicc. tetas eas tduel ea aeeee es 20,000 
RPIOMOIMIG 155.0 owle skid swag bau oh emereee ee eee 25,000 52,600 





$57,600 
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Deductions from income: 





Compensation: O£OMCEPS «. ui... i ccs Secs eees $10,000 

Other Salaries atid Wages... 6. csccsie cscs. 2,000 

BUC AINE! oc creretn evo dain be hd cine Oa ceetn Te 700 

Taxes, other than taxes on income ........... 5,000 

EN iat GOL CP RN sos, cae ca ars ooh Bokeh i rt asa ee 2,000 

AMOTUZatiOn OF PATENtS: ...<60666 hac lees wea 2,000 

Legal and acecoutiting fees: <b aco. sce cos eos 1,500 

General and administrative expenses ......... 2,000 25,200 
Profit before taxes on income ............. $32,400 


Taxes on income: 
Provision for the year—estimated: 








1 os 2 | Gs te oa sere WCPO Res Pie arg ten tt $ 2,859 
SACS oo ite cttcrs-areiii ow ohas0 os iwiaseye. Senate meee OTe 1,620 4,479 
INGE OSGi 6 8 cards. shin 3 Sel Gear ra ere $27,921 
Retained earnings at January 1, 1952 .......... 50,000 
$77,921 
Leese; dividends: -paidls33 cain Scale sees eee 20,000 
Retained earnings at December 31, 1952.. $57,921 


The following additional information has been furnished to you: 


(1) Dividends in the amount of $25,000 were received from domestic corporations 
subject to the regular corporation income taxes. 

(2) Officers are A. B. Cole, President and Treasurer, who devotes all of his time 
to the business and who owns 75% of the common stock (the only stock 
outstanding), and X. Y. Zenith, Vice President and Secretary, who devotes 
only a part of his time to the business and who owns 25% of the common 
stock. There is no question as to the deduction of the entire compensation 
paid to these two men as an ordinary and necessary expense of the business. 

(3) There was no change in stock ownership during the year. 

(4) Royalties represent income from a corporation which has been licensed to 
manufacture the product under patents held by XYZ Company. 

(5) Federal tax rates for 1952 are: Normal tax—30%; Surtax—22% (exemption 
$25,000); Excess profits tax—30%. 

You are asked to give your comments on the adequacy of the provision for Federal 
taxes on income, state what additional consideration, if any, should be given to the tax 
problems of the company, and state what Federal returns should be filed by the 
company. 


9 [1245] 

a List the accounts which commonly would be found in the General Fund of a 
municipality. 

b Describe the accounting recognition of revenue from general property taxes 
in a municipality. 

c Explain the purpose served by “Encumbrance” accounts in the accounting 
procedure of a municipality, and state how the “Encumbrance” accounts 
operate. 


10 [ 12%] 

The four journal entries which are shown below were used by a consignee to record 
the transactions arising out of a consignment of merchandise to him. You are 
required to: 

a Describe fully the transactions which were recorded by the journal entries. 

b Prepare journal entries to-fecord the consignment transactions on the books 
of the consignor. Assume that the consigned goods cost $400 and that the 
consignor keeps pverpetual..inventory records. 
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* State how the facts should be presented on balance sheets of both the con- 
signee and consignor as of April 30, 1953. Explain your reasons for such 


presentation. 
March 27, 1953 
Consignment in $ 24 
Cash $ 24 
April 25, 1953 
Cash $800 
Consignment in $800 
April 25, 1953 
Consignment in $200 
Commission earned $200 
May 5, 1953 
Consignment in $576 
Cash $576 


11 [12%] A corporation with one wholly-owned subsidiary does not wish to 
prepare consolidated financial statements primarily on the grounds that the investment 
in the capital stock of the subsidiary is less than one per cent of the total assets of the 
parent. Indicate the circumstances under which it would be proper to follow the 
parent’s wishes, and the circumstances under which it would be necessary to insist 
upon consolidaiton of statements, Give particular thought to the financial affairs of the 
subsidiary and the relations between parent and subsidiary. 


ee 


COMMERCIAL LAW 
Friday, May 15, 1953—9 a. m. to 12.30 p. m., only 


Reasons must be stated for each answer except for objective type questions; no 
credit will be given for an answer unsupported by a statement of reasons. Whenever 
practicable, give the answer first and then state reasons. Answers will be graded 
according to the candidate’s evident knowledge of the legal principles involved in the 
question rather than on his conclusions. Answers to questions involving negotiable 
instruments, partnerships and sales should be based on the provisions of the pertinent 
Uniform Law. 


Group I—Answer all questions in this group. 


1 [10] 

a Distinguish between the manner in which an agent is to obey his principal's 
instructions where his duties (1) are routine, (2) involve the use ot 
discretion. 

b When an agent mixes his principal’s funds with his own and the commingled 
funds are lost through no negligence of the agent, what is the agent’s 
responsibility for his principal’s loss? 

¢ How are agencies terminated? 

d When a principal revokes general agency by proper notice to the agent, can 
third parties who have been dealing with the agent and are not given notice 
of termination be bound by the principal’s notice to the agent? 


2 [10] 

a Explain the term “a purchaser in good faith and for value.” 

b Indicate whether under the provisions of the Uniform Sales Act a purchaser 
in good faith and for value acquires title where the vendor has (1) voidable 
title, (2) no title. 

c State what is necessary to make a document of title negotiable. 
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3 [10] 
a State what constitutes consideration for the issuance of a negotiable instru- 
ment. 
b Under what circumstances is the title of a person who negotiates an instru- 
ment defective? 
c Distinguish between personal (nominal) defenses and absolute (real) defenses 
with respect to negotiable instruments. 


con- 
such 


4 [10] 

a State three factors which may render inoperative mutual assent to the terms of 
a contract. 

b Distinguish between an express contract and an implied contract. 

c What is a quasi contract? 

d Distinguish between executory and executed contracts. 

[10] 

a What are the most common restrictions governing the adoption of corporate 
names? 

b What are “dummies” in incorporation proceedings? 

1 to c Define a closed corporation. 


un 


’ 


pe d Can a corporation vote treasury stock? 
1¢e 
the 
sist Group II—Answer any five questions in this group. 
the ‘ 
6 [10] 

a A, B and C are partners. The partnership procured from D Insurance Com- 
pany a fire insurance policy in the amount of $12,000 on the building owned 
by the partnership. The policy contained an 80% coinsurance clause. 
Subsequently, the building was damaged by fire to the extent of $6,000. 
The building was worth $20,000 at the time the policy was issued and was 
worth $16,000 at the time of the fire. j 

How much, if anything, can the partnership recover under the policy 
for such fire loss? Explain. 

b In a above, the partnership also procured from E Life Insurance Company 
an insurance policy on the life of A. Subsequently, A withdrew from the 

no partnership and then died. The partnership had paid the premiums until 
ver A’s death 
d z er ‘ ‘ . = . 
- Is the partnership entitled to the proceeds of the policy? Explain. 
° 7 [10] 
/ 
ible ha 
aia a (1) Name three entities who under the Bankruptcy Act can not become 
voluntary bankrupts. 
(2)Name two entities not included in (1) above who can not be adjudicated 
involuntary bankrupts. 

b What is the minimum amount of indebtedness required before a bankruptcy’ 

petition can be filed against a debtor in involuntary bankruptcy? 
al’s c How many crediters must join in a petition to adjudicate a debtor an involun- 
of tary bankrupt? 

d What determines the exemptions allowed a bankrupt? 

led : 
es 8 [10] 

a To what forms of consideration is the capital contribution of a limited partner 
restricted? 

“ain b May a person be a general partner and a limited partner in the same partner- 
eS ship at the same time? Explain. 

c May a limited partnership consist wholly of limited partners? Explain. 

d May a limited partnership carry on any business which is open to a partner- 
ship without limited partners? 

9 110 
ser ] F ‘ ‘ * ‘ 
ble P was 17 years of age. He entered into a contract with S, an adult, to buy a radio 


from S for $350. P paid $100 at the time of the purchase and agreed to pay the balance 
in five monthly installments of $50 each. P told S that he, P, was 22 years of age. 
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Answer the following questions giving a statement of the rule of law involved: 
a P used the radio for two weeks. At the end of that time he decided he did 
not want to keep it as he had broken it so that it would not function. He 
offered to return the damaged radio to S and asked for his $100 down 
payment. Is P entitled to the money? 
Assume that S learned that P was only 17 and that S demanded the return 
of the radio, offering to give back P’s payment. May S obtain the radio 
over P’s objection? 

Assume that P kept the radio but defaulted on the last payment. May § 

recover the $50 payment from P’s father? 


10 [10] 

X, who lived in New York, was about to move to Chicago and delivered his office 
furniture to Y Warehouse and Transit Co. Y was to ship the furniture as soon as it 
had available van space. Before Y had shipped the furniture, X telephoned that he had 
decided not to move to Chicago and that therefore he desired Y to hold his furniture 
for future instructions. The day after Y had received X’s telephone call, Y’s ware- 
house was destroyed by fire, through no fault of Y. One week after the fire X wrote 
Y instructing Y to ship his furniture to St. Louis. In what capacity and to what extent, 
if at all, is Y liable to X for the loss of X’s furniture? 


11 [10] 

On your paper you are to write the numbers 1 through 10. Opposite each number 
you are to write the word true if the corresponding statement is true and the word false 
if the corresponding statement is not true. Grade will be based on the number of 
correct answers. No reasons need be given. 

(1) A seller’s affirmation of the value of the goods sold is an express warranty. 

(2) A statement purporting to give the seller’s opinion is an express warranty. 

(3) Where there is a sale of specific goods and the goods, without knowledge of 
the seller, have wholly perished at the time of making the agreement, the 
agreement is voidable. 

(4) Ina sale by sample, there is an implied warranty that the bulk shall correspond 
with the samples in quality. 

(5) Indorsement of a document of title makes the indoser liable for any failure on 
the part of the issuing bailee or of previous indosers to fulfill their respective 
obligations. 

(6) Where goods have been sold without any stipulation as to credit, an unpaid 
seller still in possession is entitled to exercise a lien by retaining possession 
until payment or tender of price. 

(7) A seller is liable to the buyer for breach of all promises and warranties, express 
or implied, made in a conditional sale contract, whether or not the property 
in the goods has passed to the buyer. 

(8) In retaking possession of goods as to which a buyer is in default on a condi- 
tional sale contract, the seller must serve upon the buyer a notice of intention 
to retake. 

(9) Where a seller retakes possession of goods on a buyer’s default on a condi- 
tional sale contract without having given notice of intention to retake, the 
buyer has no right of redemption. 

(10) After delivery of goods to the buyer under a conditional sale contract and prior 

to any retaking by the seller, the risk of injury and loss rests upon the buyer. 


12 [10] 

On your paper you are to list the numbers 1 through 10. Opposite each number you 
are to write the word true if the corresponding statement is true or the word false if 
the corresponding statement is not true. Your answers should be based on the most 
common rule or on the Uniform Principal and Income Act where it is applicable. Grade 
will be based on the number of correct answers. No reasons need be given. 

(1) An infant may be a trustee. 

(2) In the absence of any trust provision to the contrary, the death of a trustee 

subsequent to the creation of a trust terminates the trust. 
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ved: (3) In the absence of trust provision to the contrary, a trustee who has accepted 
a trust can, without the consent of anyone, subsequently resign from the 
8 trust. 
ae (4) Where there is more than one trustee of a non-charitable trust, in the absence 
f of trust provision to the contrary, trust action may be taken by a majority of 
:, the trustees. 
urn c) e oe - ° ° . 
rte (5) In the absence of trust provision to the contrary, a trustee has implied authority 
to compromise claims in connection with the trust estate. 
y S (6) The cost of insurance on trust property is an expense chargeable to principal. 
(7) The expenses incurred to purchase or sell trust investments is an expense 
chargeable to income. 
(8) All dividends on shares of a corporation forming a part of the principal which 
Ps are payable in the shares of the corporation are deemed income. 
ITICe y e e ° e e ° . 
ay (9) Where any part of the principal consists of property subject to depletion, and 
ee the trustee or tenant in possession is not under a duty to change the form 
Paton of the investment of the principal, the full amount of rents, royalties or 
sea! return from the property shall be income to the tenant. 
rote (10) Where the cost of an improvement representing an addition of value to prop- 
tent, erty held by the trustee as part of principal are paid out of principal, the 
trustee shall reserve out of income and add each year to the principal a sum 
equal to the cost of the improvement divided by the number of years of the 
reasonably expected duration of the improvement. 
nber 
false ca 
r of 
; AUDITING 
inty. 
inty. Thursday, May 14, 1953—9 a. m. to 12.30 p. m., only 
e of : ; . ; 
the Write your answer clearly and concisely, being particular to express your own 
knowledge, for on that is based the rating. Avoid quotations from authors. Credit will 
nd be allowed not only for accuracy of answer but also for technic. 
yO! 
Answer all questions. 
e on . 
‘tive | “a . . . . e . 
In connection with an audit you are given the following work sheet: 
— BANK RECONCILIATION 
310 —— 
DECEMBER 31, 1952 
TESS Balance per ledeer E2/SU/92) é.inccccus cw ccoree dein ne eican es cane tae $17,174.86 
wich Add: 
Collections received on the last day of December and charged to “cash ; 
yn di- in bank “on-books but not deposited: «<< cnceuccsnsaceneurseas ate 2,662.25 
tion Debit memo for customer’s check returned unpaid (check is on hand but 
no entry has been made on the Books) i..c006 cscs why cans cae aane 200.00 
yn di- Debit memo for bank service charge for December ...............-00+: 5.50 
the - 
$20,142.61 
)! ior Deduct: ; 
iver. Checks drawn but not paid by bank (see detailed list below).. $2,267.75 
Credit memo for proceeds of a note receivable which had been 
left at the bank for collection but which has not been 
 RECORGEC As CONCGLER: cio5.0' civics leis speeds ce eenecaemes 400.00 
you Check for an account payable entered on books as $246.90 but 
se 2 drawn and paid by bate as $41900 0.6. sc edesces castes 178.10 2,945.85 
rade MOmpited hala nee <.o8 ol ek icc ccna vowel eee nae ee ee $17,196.76 
Minlocated Gi EnenCe: -... (ice e5.5'5 she os ico o.sveca- oR tnd ac Siard ote eine euare ees 200.00 
tee Balance per bank (checked to confirmation) ............0eeceeeeeeeeeeee $16,996.76 
05? ana 
qust 1953 S15 
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Checks Drawn but not Paid by Bank 


No. Amount 

Bote sieds ate seeacat nn $ 67.27 Required 

Peta aha tvs aiartelecdielare tere 32 9.90 aes 

“TE Se Sat a eee tae a 456.67 a Prepare a corrected reconciliation. 
WY oss sass B.dio cova! sha! icvaia are4s 305.50 b Prepare journal entries for items which 
EN hentia cuchg sie otlve ah 482.75 should be adjusted prior to closing the books. 
Ae ee ee 550.00 

LE SS eee eee 366.76 

RRB Shans Shs 9) Sloe tarbie.o.0 ois 10.00 

NW een eck visastcarac 218.90 


$2, 207.75 hd 


2 [12] 
a Outline a division of duties among several employees to secure good internal 
control over incoming mail receipts on accounts receivable. 
b Point out the controls over error or fraud on the part of each employee. 
3 [18] 
In the course of a regular annual audit of the Bean Manufacturing Corporation, 
you are assigned to the audit of machinery and equipment, A transcript of the ledger 
account appears below: 


MACHINERY AND EQUIPMENT—ACCT. 83 








Jan. 1, 1952 Balance $209,628.12 Apr. 25,1952 CR 12 $75.00 
Apr. 18, 1952 VR 23 31,994.45 
July 28, 1952 see 6,681.81 
Sept. 9, 1952 VR 41 14,189.00 
Nov. 11, 1952 VR 52 7,261.88 


You have examined the invoices for September 9 and November 11 and have no 
question as to them. In support of the entry of April 18, 1952, you find an invoice which 
is reproduced below. In support of the entry of July 28, 1952, you find a journal 
voucher which is also reproduced. 

Required: After applying usual auditing procedures to the information available, 
state the adjustments of the Machinery and Equipment account or questions for further 
investigation which are suggested by the ledger transcript and supporting documents. 
Describe the nature of each adjustment or item questioned and state how it was 
indicated. Dollar amounts of adjustments are not required. 








Phone 57444 SrainweEtt Toor Manuracturinc Corp. — DATE Apr. 15, 1952 
DR Bean Mfg. Co., Inc. 518 Northern Boulevard INV. NO. 226 
77 Newton Street Martinville, Illinois YOUR 
Hamilton, New Jersey ORDER NO. X3129 


Makers of Fine Tools Since 1908 SHIP 
via rail freight 














| : f. ___ Terms 2/10; N_ 30 FOB Chicago _ 
2 Model A 24 eee duty ‘Steel torque press @ $15,672.00 

2 Converter A24b @ 269.65 
| 2 Safety bar A24p @ 44.60 $31,972.50 
| Model A21 parts 
| 1 Catalog #618 @ 18.10 18.10 
1 Catalog #751 @ 1.85 1.85 
3 Catalog #812 @ 220003 22a) 2.00 
$31,994.45 | 
een aE 
Rec. 4/16/52 By R.K. 

P. O. Checked Site eB 

Calc. Checked DAR. Ht. 

Pay. Auth. M.H.B. 

Pd. 4/24/52 Ck. #4923 

VR 23-12 Acct. 83 
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JOURNAL VOUCHER 52-1-8 
CONSTRUCTION OF CONVEYOR 








Machinery andiequipment. 6. sic. ciieas' nc Oeste onees eons $6,681.81 
Drattine department salaries: ..s.3cscccei ese mccesences es $ 198.00 
RGpas CENAEEMCHE: WAGES 6.6.6. s.0:d:4's:aisieieier dec slcleieielaw here eels 611.95 
Bact@tiy: Civect ta DOr) ays cucsts.0csiwinee varness oaneuuaceewenens 386.60 
IPULGRASES 500s cioaro-s diaicicl ais sio1s 0 44S cmste Clee ceases Oe aes 5,485.26 


To record cost of conveyor as follows: 


John Redfield, draftsman, 43 hours @ $2............... $ 86.00 
Wm. White, draftsman, 56 hours @ $2............... 112.00 
$ 198.00 

Repairment assigned to construction: ad ~ 
BD. Baker 94 regular hours @ $212.04 ccscccces $ 199.28 

42 overtime hours @ $3.18............. 133.56 

E. Miller 7] regular hours @ $2:26...< 6. s<c000. 160.46 

35 overtime hours @ $3.39... 66. ccceee 118.65 

$ 611.95 

Factory workers assigned to construction: : : 
R. Fischer 94 regular hours @ $1.20............. $ 112.80 

35 overtime hours @ $2.30. «260050605 80.50 

J. Smith 94 regular hours @ $1.20............. 112.80 

30 overtime hous: @) $2:30.. 5 ..c62 005 80.50 

$ 386.60 

PHECHASER AV Ie. BONG hie isvincacewsriedd sameeeiwe se meraens $ 921.85 
NVA: ed OR esis: s ole wai ier WO ani otal tee ree arn 2,876.50 

MC GHSBO es 555 baie s nese ene Deee ae ees ee 235.42 

LSE ES (a ee amr rene trad Os reenter ee. o/ 689.17 

NBR abe lca. a0: <b c'sisye coher ee siege eer 319.40 

MEER GOSS oiosaisel dro as0is 5rd Grovcnel Berean aaa ee ee 442.92 

$5,485.26 


4 [18] You have just been engaged to make an examination of the balance sheet 
of The Brown Company as of December 31, 1952, and of the related statements of 
profit and loss and surplus for the year ended that date. The Brown Company is a 
manufacturer and distributor of lawn mowers. The company was incorporated in 
1945, and this is the first time that its financial statements have been examined by 
independent public accquntants. You are to prepare an outline of the work that you 
would do with respect to the balance sheet accounts at the beginning of the year. 


5 [7] Where a client rents rather than owns its building it is customary for the 
auditor to read the lease. List the items which might be found in such a lease that 
would be of interest and significance to the auditor. 


6 [8] 

For each of the following cases, state whether you believe the proposed action 
would be considered proper or improper according to the Rules of Professional Conduct 
of the American Institute of Accountants. Justify your decisions. 

a A firm of certified public accountants is considering the use of an outside 
mailing service to handle confirmations of the accounts receivable of clients 


17 
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upon whose financial statements the firm is to render an opinion. The 
mailing service would mail the requests, receive the replies, remove the 
replies from the envelopes and return them to the accountants. 
b A certified public accountant, now on the staff of a firm of certified public 
accountants but contemplating public practice in his own name, plans to 
send announcements of his establishment in practice to clients of the firm in 
which he is now employed, as well as to friends and acquaintances. Some 
such clients have indicated that they would like him to continue to supervise 
their work; they are not yet aware of his decision to enter upon practice for 
himself. 
certified public accountant, in the sale of his entire practice to another 
certified practitioner, proposes to turn over to the latter all of his working 
papers and business correspondence. 


> 


d A CPA plans to initiate discussions with an accountant who is at present 
employed on the staff of another public accounting firm with a view to 
persuading the accountnant to come to work for him. 


y. | 10] 

In an annual audit, it is customary for a CPA to obtain from his client a written 
representation covering inventories. This written representaiton is sometimes referred 
to as an “inventory certificate.” 

a What kinds of information would be included in an “inventory certificate” 
obtained from a client? 

b Which officers or employees should sign the “certificate”? Why? 

c Why does an auditor obtain an “inventory certificate” from his client? 

d What, if anything, would you do in a case where the client refused to give 
you a written representation as to inventories, stating as the reason: 
“You have been hired to tell us whether the statements are correct and 
we expect you to make the audit”? 


8 | 15] 

In the audit of a wholesaler you mailed positive confirmation requests to 250 of 
the 1,000 accounts receivable on the books, accounting for more than three-fourths of 
the dollar amount of receivables. After a follow-up of those accounts which did not 
reply to the first request, you found that you had a reasonable number of replies. 
Thirty-five of the replies showed differences. 

a Give a detailed list of possible reasons for the differences. 

b Why would you investigate these differences? 

c In general terms, describe the procedures to be followed in an investigation of 
the differences. 

d What should be done about the accounts of the customers who did not reply 
to either the first request or the follow-up? 
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PRACTICAL ACCOUNTING—Part I 


Wednesday, May 13, 1953—1.30 to 6 p. m., only 


The Practical Accounting paper consists of part I and part II. 


Consider carefully each requirement of each problem. Designate each solution by 
number. Consider technic and neatness as carefully as mathematics. 


Begin each answer on a separate answer sheet. Answers are to be written on one 
side of the paper only. Working papers (but not statements) may be in pencil. All 
other papers are to be written in ink. Write your answers legibly to insure credit to 
which you may be entitled. The use of a slide rule is permitted. 


Answers must be written on paper supplied to the candidate by the official in 
charge of the examination. Answers written on other than such paper shall not be 
accepted by the Board. 


Solve all problems. 

1 [20] 

Prepare a U. S. partnership return of income on Form 1065, supplied to you here- 
with, for the Ajax Engineering Company, for the fiscal year ended October 31, 1952, 
complete insofar as the following information makes possible. No extra forms are avail- 
able, so it is suggested that you prepare it in pencil to facilitate making corrections. A 
work sheet is not required, but schedules should be submitted showing the composition 
of items in Columns 2, 3 and 5 of Schedule J. 


The Ajax Engineering Company, a copartnership formed on January 1, 1951, 
adopted a first fiscal year ending on October 31, 1951, and prepared its first return, 
which has been examined and ac cepted as filed, on the accrual basis. There are four 
partners, all of whom are located in the capital of your state. The firm’s only branch 
office, under a resident manager, is located in Mexico City. 


The partnership agreement provides that profits and losses are to be shared 
equally, after the crediting of interest on capital at the rate of 4% per annum and the 
payment of annual salaries of $10,000 each to Smith and Jones. The interest is to be 
computed on partners’ monthly balances and credited to the respective capital accounts. 
This interest is not subject to withdrawal. The agreement further provides that, not- 
withstanding the fact that partners’ salaries and interest on capital accounts may result 
in unequal distribution of income, such items as capital gains, credits and deductions 
which are to be separately stated on the partnership return shall be apportioned equally 
among the partners. 


Each of the partners contributed $100,000 cash to the firm’s capital on January 1, 
1951, with the exception of Brown who paid in $50,000 in cash plus certain marketable 
securities having a market value of $50,000 on that date. Brown acquired the securities 
from the estate of his mother who died on August 1, 1946, and they had the following 
fair market value on the date of her death (no election was made to use the optional 
valuation date) 


$10,000 U. S. Treasury bonds, issued prior to 3/1/41 .... $ 9,800 
$10,000 State of Illinois bonds ..........ceececeeeeeees 9,750 
1060 Shares ABC Mutual Fund... cick ctw cee aucens 19,950 

$39,500 


For the short period ended October 30, 1951, an operating loss of $60,000 was 
sustained. During its second year, however, the firm has had substantial earnings and 
full tax benefit of the prior year’s loss will be realized by all partners. A trial balance 
for the year ended October 31, 1952, combining main office and branch is shown on 
Page two, together with a post-closing trial balance at October 31, 1951. 
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LEME 4c intoie MalehwweUs semen saucer eee 
Accounts receivable—trade ............. 
Accrued interest receivable ............. 


Marketable securities: 
U. S. Treasury bonds, issued prior to 


BAe Oe ew eta tessa eed oeane seen es 

Sti ite of Illinois 3% bonds, due 1990.... 
ABC Mutual Fund, 1,000 shares ...... 
PPR OCERUNE ISEBEIG) 28 oc Sas cio casisls-se's 
Allowance for depreciation .............. 
Deferred assets and prepaid expenses .... 
PROT OMUINIE wigs cane wis Ki 5'0.5.e 1804848 
POUNCE CRPOURES 65. oicecsecesesessuen 
Mexican income tax accrued ............ 
Reserve for possible devaluation of the 
ROM ACHE OBO i one's :a:a1o'n sie keds oa seweda 
Reserve for contingencies ............... 


Partners’ capital accounts: 
NO bah Ai his tala baited ears fore waren 
RE A es cial ors re ane oe aoa ans @'er8 oman 
MENS chk icine wi <ainisvanronves 9e<daae ee 


NI ics Seach. arecdoo-n ba. bw avsleva Raab avai 
Partners’ drawings: 

NMI Pisces ota se Bests Sask aaa So's a edie ek Wa 

IN ace rtsG.5.8 2 4s este ants oore OEMS 

OMAR, ig FeiasetisG:K Sa gi0s Ane paoonam aolnn Ed 

WMI. 54 Gio, a sn 964K KOS be Doo AS 
Engineering and consulting fees ........ 
Interest on U. S. obligations ............ 
Interest on State of Illinois bonds ....... 


Interest on partners’ accounts: 


RANI R oe cacaik'a "a ered g Wie wishin wis ewan wes ete 
EE ata Rare hn okt ira Brash nd a CRO SION 
SRNR te care are ain ena isaeiim ainda melee Gye 
MNES ee oie iena.s ute aige sista ose selene ews 
Dividend received from ABC Mutual Fund 
Profit on sale of securities .............. 
EPEDDOIIOMON, 5. 5c swinien dale Sinsisisiore's.clocasia 
Provision for doubtful accounts era e's 4 
Provision for possible devaluation of the 
BRN GEDA Se oid or cal dis arsins tical 
BEALE ONG OCH! LAKES 6 6o io scaeicsesccccosees 
DACHXICAT SAICS TAKES 4 <<c'060;0:06:55006 2000. 
DURMICAN SROOUIE LAK a. 60:s-6:0:0's 6-6 4:01 bbe scre oe 
Provision for contingencies ............. 
RABE Be aks otk ge liarace wale bal sara ws ee sale ae 
BGIMCETS SAIATICS ....6.4.66 60.05 sc000s sos 
PMLINETS SALATICS HAI . oeisiscccccsivecees 
PR tet Mest choct Miia Ssudiord asa ese eeea 
INN 5 oie weds ers roa sie gre Merucis 
Administrative and selling expenses 
Profit on sale of office equipment ....... 


Post-closing 
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Trial Balance 





October 31, 1951 
Dr. Cr. 
$ 35,460 
141,162 
80 
$ 4,392 
10,000 
10,000 
30,000 
155,000 
20,000 
13,728 
51,838 
20,000 
2,200 
73,000 
75,000 
73,000 
76,000 








Trial Balance 


Dr. 
$ 21,970 
366,762 


160,225 


26,270 


30,000 
30,000 
30,000 
30,000 


3,620 
3,670 
3,580 
3,690 


28,680 
6,590 


10,000 


190,000 
20,000 
14,000 
16,990 
47,400 





$395,430 $395,430 $1,138,567 











October Sh; 1952 


Cr. 


$ 8,982 


47,680 


79,475 
43.730 
6,800 


10,000 
25,000 


76,620 
78,670 
76,580 
79,690 


587,760 


2,000 
10,000 


5,000 


$1,138,567 





August 
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The company did not adopt the “reserve method” for claiming bad debt deductions 
“7 in its first return. An analysis of the allowance for doubtful accounts shows the 
7 following: 
rs. a rd / 
Balance November 1,. 1951 0.6 ccc siss ais ecandices $ 4,392 
PROVISION «3 cressrne'e so ae sine Re OE ae em aties 6,590 


Recovery of account written off in the prior year.... 1,000 
8.982 $11,982 
Accounts. Written: O .0286c Nit ons on sogeemenee sees 3,000 


Balance October Sl, 1952> .s..cc6 oc hcveticeecvecaomes $ 8,982 





The Mexican operations were profitable and, although nothing adverse was 
imminent, the partners deemed it advisable to provide for possible currency declines. 
* The contingency reserve represents the estimated liability of the firm in a legal 
6.800 action about to be instituted by a customer. 

0.000 The dividend check from the ABC Mutual Fund was accompanied by a letter 

5.000 stating that $1.50 per share was distributed out of ordinary income and $.50 out of 

realized capital gains. 

— The profit on sale of securities was computed as follows: 

S.0/( 

6,580 Book Book Date 

9.690 Value Proceeds Profit Sold 

SIO G00: S: PORES. «oc vier aw biace.se $10,000 $10,000  ...... 10/ 5/52 

$10,000 State of Illinois bonds ..... 10,000 1OOQO cineca’ 10/30/52 
1,000 Shares ABC Mutual Fund.. 30,000 40,000 $10,000 10/30/52 





7 760) Donations were made to the following: 

280 Meet Gross. cos uccnt so veteauncaos cneues $3,000 
300 Community Chest. .o.6.0.0 cies ost ceeeese 5,000 
Republican National Committee ....... 4,990 


A pledge of $4,000 was made for a contribution to the local hospital, and was accrued at 
October 31, 1952. Payment thereof was made two months later. 


?,000 The computation of the profit on sale of office equipment is shown below: 

» 0) 

000 PV OGCRAS OE: SANE aac hrasesacg tia benatore Me teatemic cle eee ane meee $16,000 
Cost.on acquisition date (January 5, 1951) 2... ¢ccsccsee ee $12,000 
Depreciation provided to date of sale (September 30, 1952) 1,000 11,000 





BREGHEE »- cosic. sieiwins sus nahin ola ot < si eons ara Sa Nene ee re as $ 5,000 


‘2 [12] 

a For each of the numbered items in the first column on page 4 you are to select 
the lettered item(s) in the second column that indicate(s) its effect(s) on 
the corporation’s statements. List the item numbers on a sheet of answer 
paper provided, and indicate your choice by printing the letter(s) identifying 

,000 the effect(s) which you select. If there is no appropriate response among 
me the effects listed, leave the item blank. If more than one effect is applicable 
567 to a particular item, be sure to list all applicable letters. 





(Assume that the state statutes do not permit declaration of nonliquidating divi- 
dends except from earnings.) 
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Item Effect 
(1) Declaration of a cash dividend due in) A Reduces working capital. 
one month on noncumulative pre- DP Seciasins soni sacl 
ferred stock. : : 
(2) Declaration and payments of an ordi- © Reduces current ratio. 
nary stock dividend. D Increases current ratio. 
2 Data ® f a cas a evi- ‘ 
69) Receipt of a cash dividend, gn ut FE Reduces the dollar amount of total 
ously recorded, on stock of another Q 

corporation. capital stock. 

(4) Passing of a dividend on cumulative F Increases the dollar amount of total 
preferred stocks. capital stock. 
(5) Receipt of preferred shares as a divi- G Reduces total retained earnings. 

dend on stock held as a temporary ; é 

investment. This was not a regular- H Increases total retained earnings. 

ly semaine dividend. : S Reduces equity per share of common 

(6) Payment of the dividend mentioned a 

in (1). stock. 

(7) Issue of new common shares ina five 7 Reduces equity of each common stock- 
for one stock split. holder. 

b The following partially condensed financial statements are to be used in 
making computations (1) through (8) as stated on page 5. For each item, 
select the best answer and indicate your choice by entering, on a sheet of 
answer paper provided, the appropriate letter beside the item number. 

X CORPORATION 

BALANCE SHEET 

DECEMBER 31, 1952 
RRR so baie bw seh apo. @ Keo wie d oye distsnare po eran Meda aee Ria ROMS Tah op ape BS Moat $ 63,000 
Trade receivables, less estimated uncollectibles of $12,000 ................ 238,000 
RNIN IEN Sos seats erwin ose 0 Ge + 40a Ha ol Ste Goud Sad ga Tale WIR s lage SENS Race SewiaTieS tals 170,000 
PRORATED ORS: i56.5:5:5 6: 000.46:0:0:0:5:9 8 8:91: 4:0 5S) d bee HO aNeaS ord wie ORS Weegee lam Rs 7,000 
Property and equipment, cost less $182,000 charged to operations to date... 390,000 
TRS ARONOUS 650 aig 9 xis 6. < Bhd, aw A RELAHS Nl SAK RESET ASG aE 13,000 
$881,000 
Acoointe snd otes payable — lade a ck asec clenae cee cee eee Gokee deere $ 98,000 
reget Ee HL) TCLS i aa a eens ae eae ee ae Me rae REN CRA SC 17,000 
peGinated fegeral income tax NaDUity: -s:« xsi ixca.ceauss vas rs.sa eek Peet aceails 18,000 
Pacet mortaawe: 490) HONGE, GUl Ait TOG». 6.a.6 sisi bins so o:5.dinai<lys aieivieioe sie Rieeta 150,000 

$7 Preferred stock—no par value (entitled to $110 per share in liquidation) ; 

authorized 1,000 shares; in treasury 400 shares; outstanding 600 shares... 108,900 


Common stock—no par; authorized 100,000 shares, issued and outstanding 
10,000 shares stated at a nominal value of $10 per share ................ 
Excess of amounts paid in for common stock over stated values .......... 242,000 


100,000 


POEL WE TEGO eeTG ONION. 5 oie eels a mais, saree g's: s skeet oe aoe Tare ees 50,000 
ROSSr VE 1Or COR OF ATCABUTY BtOCK 1.66. hicks veh ates salotseedptacgvawseaesee 6 47,000 
RRRMRINONEL, GERRI NS Be sx is se rads wp ela Wl we cow WS Ronee al ath vous stare ew es eiee wie ead 98,000 
SOSt OE 100 ehares OF EER Sttry STOCK 6. craih steeds cera a sies ieoebe pees (47,000) 

$88 1,000 


Notes: Working capital—12/31/51 was $205,000. 
Trade receivables—12/31/51 were $220,000 gross. 
$206,000 net. 
Dividends for 1952 have been declared and paid. 
There has been no change in amount of bonds outstanding during 1952. 
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X CORPORATION 
INCOME STATEMENT 
YEAR ENDED DECEMBER 31, 1952 





























Cash Charge Total 
ML EOSG SALES: os Aire nats teio a walle Siete caste steie a eS $116,000 $876,000 $992,000 
TESS (CISC OU RIGS ee a harp eo aareisicie aig arent cerns 3,000 12,000 15,000 
returns and ANOWANCES ~ ..6. sis. cso 60s sew us 1,000 6,000 7,000 
$ 4,000 $ 18,000 $ 22,000 
CLERC 2 IR gO APR Ry A Oe Ae eae PRT CSE rR $112,000 $858,000 $970,000 
Cost of sales: 7 7 
Inventory of finished goods—January 1 ...... $ 92,000 
Cost of goods manutactured: . ......o ccceecces 680,000 
Inventory of finished goods—December 31... (100,000) 672,000 
POSE DEON tO SAleScn.ccs0r0 hc ncidae esos cueaed $298,000 
BERGE ORG SOR 5005 cil cecdisrchs «ara aero ae $173,000 
PeONGLAL CXDENSES sis clo. ociccecaleseeweut es tones 70,000 243,000 
Net profit on operations ..............sseecess $ 55,000 
Other additions and deductions (net) ......... 3,000 
Net income before Federal income tax ........ $ 58,000 
Federal income tax (estimated) ............... 18,000 
BeGe BICOTIG ogg oo 160s se its «cdo alee en $ 40,000 


From the X Corporation’s financial statements, compute the following: 


Approximate answers 


Items to be computed (a) (b) (c) (d) (e) 

(1) Acid test ratio 32:1 233k 2.9:1 2.4: 3.02721 
(2) Average number of days’ charge sales 

uncollected 89 94 35 100 105 

(3) Average finished goods turnover 7 10.1 10.3 9.7 6.7 

(4) Number of times bond interest was E ? ‘ 

earned (before taxes) 6% 10% 7% 9% 20% 

(5) Number of times preferred dividend was P 

earned 5.71 8.3 13.8 9.52 8.52 

(6) Earnings per share of common stock $4.00 $3.30 $3.58 $5.10 $5.38 

(7) Book value per share of common $33.80 $35.00 $49.80 $48.80 $53.20 

(8) Current ratio 3.6:1 bia 7 fa 4.2:1 1:36 


3 [18] 
The H & H Laboratories, Inc. manufactures the chemical product Zoom sold to the 
automobile industry on the basis of $4.25 a pound. The manufacturing process 1s depart- 
mentalized as follows: 
Department 1—mixing Department 3—cooling 
Department 2—cooking Department 4—packing 
Materials X, Y and Z are issued from stores twice daily for production runs, which 
are controlled by number and date. 
In Department 1, materials X, Y and Z are weighed and mixed in accordance with 
a secret formula. In Department 2 the mixture is cooked and 10% of the mixture is 
lost in evaporation at the end of the departmental process. The cooking process 
requires several hours, and immediately upon completion the vats containing the 
remaining 90% of the mixture are conveyed on belts through several rooms of different 
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temperatures comprising the cooling department. In the final stages of this depart- 
ment, the top 80% of the mixture is poured out and transferred to Department 4 
where it is poured into barrels for shipment. The 20% of the mixture that represents 
impurities and sediments resulting from the cooling process is sold in bulk as a 
by-product called W for a nominal selling price of $1.00 a pound. 

Variation in the length of time in the cooling process or in the temperatures can 
result in increasing the percentage of by-product to as high as 30% of the Department 3 
mixture, but the minimum by-product always will be 20%. 

The research division of the company has discovered a prospective use for the 
by-product in another field, but it would require the setting up of an additional depart- 
ment and an investment of additional capital to handle a further manufacturing process. 
This new by-product, Clora-W, would sell for $5.00 a pound. To produce this product 
one-half pound of new material is added to each pound of the sediment obtained from 
Department 3. However, processing causes a 40% shrinkage of the resulting mixture. 
Processing Clora-W will add the following additional costs: 


Material to be added ......... $ .50 per pound 
Variable processing costs .... 1.10 per pound of input 
Fixed processing costs ...... 3,092.00 per month 


Required: Based on the following cost data and production figures for a one- 
month period, the management requests you to prepare statements showing total 
manufacturing cost and gross profit for each of the following situations, assuming 
that all production is sold: 

a By-product W produced at a rate of 20% of Department 3 mixture. 
b By-product Clora-WV produced at each of the following percentages of Depart- 
ment 3 mixture: (1) 20%, (2) 30%. 


Material issues to Processing costs: 
Department No. 1: Department 1 $.37 per pound of departmental input 
X 8,000 Ibs at $1.00 Department 2 .38 “ f . i ‘3 
Y 3,000 lbs at 1.10 Department 3 .45 “ - rs i 
Z 1,000 lbs at .70 Department 4 .45 “ a “ S . 


—s All processing costs in Department 4 may be considered as 


variable. 


PRACTICAL ACCOUNTING—Part II 
Thursday, May 14, 1953—1.30 to 6.00 p. m., only 


Group I—Solve all three of the problems in this group. 


1 [16] 

You are making the examination of The Roofing Co., Inc. as of December 31, 1952, 
which was the end of its first year of operation. All accounts except those for fixed 
assets and depreciation have been reviewed and necessary adjustments made. You find 
that the depreciation recorded and the fixed asset accounts do not take into account 
the following facts: 


(1) Heavy flood damage to fixed assets was sustained during the period June 30-July 2, 
1952. 


A written appraisal by competent appraisers contained the tollowing 





information: 
(a) The fixed assets were appraised at the following net sound values: 

Before After 
Flood Flood 

BRN ov resasdsrdhtye:¥ asi iavars tes BOR OA ee Ne $ 2,500 $ 2,500 

LOS ree ec enh re 4 50,000 25,000 

PIO 25 wiosease: Grosses 6 o.0seae es ogres Rio ene 14,000 10,000 

OCS AD IOS ic 5 okt cae eo eens seheee 21,000 21,000 


$87,500 $58,500 
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(b) The estimated lives on which depreciation charges had been based were con- 
sidered appropriate. However, the appraisers reported that, in their opinion, 
contemplated rehabilitation of the building would not restore it to its original 
structural condition and that damage to equipment would shorten the equip- 
ment’s useful life. Accordingly, they recommended that depreciation from 
July 1, 1952, be based on the following estimated remaining lives: building, 
25 years; equipment, 8 years; trucks and autos, no change. 

(2) Balances in the fixed asset accounts represent original cost, and no additions or 
reductions had been made during the year. 

(3) Unallocated labor cost, cost of supplies used and other variable overhead in the 
amount of $15,000 had been charged to overhead expenses. Twelve thousand 
dollars of this amount is for time spent by employees and the variable overhead 
costs incurred in rehabilitating the building. The remainder is for clean-up 
expense for the building and equipment. 

(4) Upon receiving early warning of the flood, the company used its trucks and autos 
to transport the bulk of its materials on hand to higher ground. Thereby, serious 
damage to materials and transportation equipment was avoided. 

(5) Regular operations were suspended during July. Rehabilitation and cleaning up of 
property was completed by August 1, 1952, at which time normal operations were 
resumed. 

The following adjusted trial balance includes adjustments made during the audit 
work completed thus far. The flood loss already recorded represents losses of $2,450 
on damaged materials and also fixed overhead of $4,000 for the month of July (exclusive 
of depreciation). 


THE ROOFING CO., INC. 
ADJUSTED TRIAL BALANCE 
DECEMBER 31, 1952 

















Debit Credit 
CAG eine cst hay rivers wera wale ial are ats Rais RGemre a Meee $ 21,000 
ACCOUMIIS FECEIVIDIE 6.6-610.36 6. co eas ccrelsee Ree eee os 52,000 
Inventory—miatetials: ..icsccsiescsccses Sere needs 59,550 
Costs advanced—jobs incomplete............eeee. 201,500 
TeIMGStr OTS <4 i5c5 6: 0/0! sicis.o:0isievs eiere'e ee cre Cas cen notte. 14,000 
ARR coicrerecicheinie celal nats! cia wae femerereenwa eto eeetee 2,500 
UTR ECREISIR fo, 655 rare: .5-4/ainjaiain Oa Rie COE ORES is 40,000 
Allowance for depreciation—building............ $ 1,200 
SGGIDIMOTE 5 cca nc oo ticcics suwecoowes elawtoewceees 13,500 
Allowance for depreciation—equipment.......... 1,350 
RUC ICS BIC OAMLOS s. « 0r0+ o :056c ois wl cece aie Saas seleiels 22,500 
Allowance for depreciation—trucks and autos.... 4,500 
BE@CAnCC “tO OHICERS oo 820: o.0ie 5.5.6 cis Siow ns weatda nations 9,900 
Pepa CxNGNCGs: 5 cle icieis cede cs decsweeneve. 2,200 
ACCOUNS OAVAUIES:  « s6sc3-s5e.s Salons een woeumecnend 72,000 
INGERS PA GAUIEN ch co slas's'c oc couilnceuse oe maetaes 62,400 
AGORGGd CXRONSES  oii5 ssc csc occe ss edce canteens 53,200 
Estimates billed—jobs incomplete...............4. 139,900 
BET ER ECE TE SBE LG Ce Geir etc 42,000 
Retaried Gatiinimts c/-< 60.0.8 os ce@isine' os Cue erae eas 46,000 
Gross profit—roofing contracts......0....<<.-e 144,000 
Oetiend CMNGNSOS. = s% vsivaaescaeieweeg ote kos meds 114,400 
BIG PSC CIAMOR Sacco :s prain’s sintered ances ce edte we te 7,050 
PIG ees cccversiasaiee: sie dale 6 Sales Raw tsi w alee eae nee 6,450 
SP OEAN oo iiaé tec sone Sivracw head besa mee cone $566,550 $566,550 
Required: 


a Prepare analyses showing computation of the following: (Do not consider income 
tax treatment.) 
(1) Gross fixed asset values as at December 31, 1952 


(2) Total flood loss for the year 1952 
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(3) Depreciation for the year 1952 
b Comment fully upon the basis which you used for determining a (1) and upon any 
optional bases which might be considered in determining the asset values. 
c Prepare journal entries reflecting the adjustments required by part a. 


2 [6] 

The D Co. issued $800,000 of 4% Serial Bonds on July 1, 1952. These bonds mature 
at the rate of $100,000 per year starting July 1, 1955. Discount and deferrable expense 
connected with this issue was $34,600. Using the “bonds outstanding” method, com- 
pute the amortization of discount and expense for the year ended December 31, 1952, 
and for the year ended December 31, 1958. Show your computations in good form. 


3 [18] 

Midway Sales, Inc. and Kent Realty Corp. are wholly-owned subsidiaries of the 
Davis Manufacturing Co., Inc. The parent corporation manufactures electric refriger- 
ators, electric ranges and various other electric appliances. The refrigerators and ranges 
are sold only to Midway Sales, Inc. which acts as a distributor. Other appliances are 
sold directly to outside distributors. 

The parent and the subsidiary sales corporation are tenants of property owned by 
Kent Realty Corp. 

The inter-company accounts on the books of each company as at December 31, 
1952, are as follows: 


Davis Manufacturing Co., Inc. 


Debit Credit 

Investment in Midway Sales, Inc. (at cost)............ $100,000.00 
Investment in Kent Realty Corp. (at cost)............ 175.000.00 
PG ATOM: MIGWAY Sales, LNG. 6.4 0ivinre a scorsroseriaraeie cams 86,175.97 oe 
ROHS: TOR ERORE REDE COOLED, ~ 55: <.5.6's 0610s td aieosleloeib Wie aaweis $ = 1,475.00 
Capital stock issues and outstanding, 100,000 shares, no 

SENOS ah Pegs OES a oe Saloons hare LON ee wee 1,000,000.00 
Mas eRAART CO PAUNINES © 5 5 so aera srs ia dre aie slew Wana Brel e atarelaailate 410,169.50 

Midway Sales, Inc. 

IDNE MOTION EOICAILY COUDS.. 66 :ci0.si\sealeugn ie 0 scala eee oe eie eioeees $ 800.00 
Due-to. Davis Manutacturing Co. Tne... s:esse scorers 33,910.00 
Capital stock issued and outstanding, 1,000 shares, par 

ROT) POE GATE bis. s oid hin 64:4 bw ae Saw cuooe eae Seo 100,000.00 
LES PATTY Dic tT Eh at ae 62,501.10 

Kent Realty Corp. 

Due from Davis Manufacturing Co., Inc. .............. $ 6,575.00 
DUE TO MAIUWAY  SAIES AOC). co jo:sciorsn.s 1s bidparsiastewaib's ou a $ 2,800.00 
Capital stock issued and outstanding, 1,000 shares, no E 

SRR AUN NNGS Beas cis he ising Agi oaoracbuixin ibe aes wis es are ORIN SER 175,000.00 
POT ANNI 2.0, nn is sig a vig ws Sliced a OM NE aE 34,109.50 


An audit of the books of the three companies for the year ended December 31, 
1952, revealed the following: 
(1) The minute books of the three companies indicate the following with respect to 
dividends: 

(a) The Board of Directors of Davis Manufacturing Co., Inc. at a meeting on 
January 4, 1953, declared a regular quarterly dividend of 50 cents per share, 
payable January 31, 1953, to stockholders of record on January 23, 1953. 

(b) The Board of Directors of Midway Sales, Inc. at a meeting on December 28, 
1952, declared a 1% dividend, payable in cash on January 15, 1953, to stock- 
holders of record on December 31, 1952. 

(c) The Board of oe of Kent Realty Corp. at a meeting on December 1, 
1952, declared a dividend of $1.00 per share, payable January 2, 1953, to 
stockholders of ne on December 15, 1952. 

No effect has been given to these dividend declarations on the books of the parent 

company as at December 31, 1952. The subsidiary companies recorded the divi- 
dend declarations pertaining to their respective companies at date of declaration. 
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(2) Midway Sales received from one of its customers a check for $4,200 covering its 
Own invoices aggregating $2,400 and invoices of Davis Manufacturing aggregat- 
ing $1,800. The sales corporation recorded this transaction as follows: 


Cash $4,200 
Accounts receivable $4,200 


(3) Midway Sales, Inc. advanced $5,000 in cash to Kent Realty Corp. and made the 
following entry: 


Davis Manufacturing Co., Inc. $5,000 
Cash $5,000 


(4) On September 15, 1952, Davis Manufacturing shipped 100 appliances of a new 
design on consignment at $20 each to Midway Sales. Midway made no entry 
upon receipt of the goods. During October 1952 Midway sold all of these appli- 
ances at $25 each, crediting sales for the total thereof. Davis Manufacturing 
made no entries on its books, but included the 100 appliances in its inventory at 
December 31, 1952, at, its cost of $14 each. 


(5) The parent corporation filed a consolidated Federal income tax return for the vear 
ended December 31, 1951. The results of operations for the respective companies 
that year, before consolidation, were as follows: 


Davis Manufacturing Co., Inc., net loss............ $13,280 
Midway Sales: Ince... net promt... sc-.cc-c0cc yes barerouse 42,260 
Kent Realty Corps,’ neti gro. «6 ac ccooesceseedes 21,130 


The Federal income tax, amounting to $21,000, was paid by the parent corpora- 
tion which recorded the transaction as follows: 


Federal income taxes payable $21.000 
Cash $21,000 


An agreement in the files indicates that Federal income taxes should be appor- 
tioned among the companies based upon unconsolidated net profit. A company 
having a loss year is to pay no tax nor charge the other companies for the benefit 
derived from the use of its loss in the return. The proper liability of each com- 
pany was recorded as at December 31, 1951. 


(6) Kent Realty sold certain of its furniture to Midway Sales at current market value, 
which was 75% of net book value. The realty corporation had purchased the 
furniture for $3,500 exactly two years prior to the date of sale and had taken 
depreciation at the rate of 10% per annum. It billed Midway Sales, Inc. for 
$2,800 and recorded the transaction as follows: 


Midway Sales, Inc. $2,800 
Furniture and fixtures $2,800 
Midway Sales recorded the purchase as follows: 
Furniture and fixtures $2,800 
Kent Realty Corp. $2,800 


(7) As at December 31, 1952, the books of the parent corporation and the sales sub- 
sidiary do not reflect rent for the month of December 1952, in the amounts of 
$6,100 and $1,400, respectively, due to Kent Realty Corp. 


(8) Midway Sales, Inc. had not recorded December 1952 purchase invoices submitted 
by the parent corporation ‘in the amount of $48,265.97. 


Required: 
a Prepare an itemized reconciliation of the inter-company accounts. 
b Prepare the adjusting journal entries necessary to correct each set of books. 
Group 2—Solve any one of the problems from this group. 
4 [10] 
The Machine Manufacturing Company has been forced into bankruptcy as of 
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April 30, 1953. The following balance sheet was prepared. by the company bookkeeper 
as of April 30, 1953: 


ASSETS 
MSAGIN orale. + oa eyes Cad 8 ee ee Vat ias ee ees Sees $ 2,700 
ACCOUNTS TECEIVA DIE ais oihsswled é Sauter HE uae Pees woe 39,350 
Spock! Cale hi? |) | hh er acer ene Lae taro noe ye 18,500 
Inventories: 
Pe AMEMTEINANG (S5G56.5. cd. sticda ea a Ge Fk Reo Mee eee De 19,600 
eer TEs or cle ree ae ene ee er er 35,100 
PIMIBNOG MACHINES ais0's.0:9 6 0,0:5 2h biiws buateruasowals 12,000 
Re REMSNIE bccn dhe Uisua ac svete vaecatoteSueeetaesenaere OTIS RENO OS 6,450 
MROONG? | ted cB aida sw. wines gerd earenlata te te we es Bes 14,700 
PPORGIG CRDOUSOS. 5-0 %siehai5 x 3e60U wes OK OAS SEO” widiawlan eu 950 
Plant and property: 
LOTT, I RR oO nr ND ace EO eT? ch Ae pear ene CA 20,000 
RR RNE RENEE 2, 5, -osSrn 0:0 5 bc poco 44.4, diate Wie, sch ataeatanare & Bea e eee is 75,000 
DUCT 5 se asousinc are a1ans, dieiesie &.dcere susieie Seog bath mus aie 80,900 
$325,250 
LIABILITIES AND CAPITAL 
Note payable'to the First Bank: wees sc oiceecescs wos oS 137000 
NGS DAVAIIe FO SUBONEIS: ; 24:55) kc osiswee eaesaee cleus 51,250 
PRON SU ANIE oi nista <.are o0is.cigidig Se stele nine Seiseptanereelees 52,000 
ACCTIEd BAIDIIES GNU WATES s6.5.c0e eo Gos Sis sou aoe 8,850 
POCCUHEd BIOMerty, TAXES eo 6 6ie i hsiceise aes w ERS se cw aiees 2,990 
EIDIGVEES” CARES: WILNUOIO a6. 6:05, 5.5:50 ess noee es caress 1,150 
PATIO INFOS gc. tno Sa hank a oiainsc'e Maa al aa ew 600 
PCCHUER IRECCEEE ON DONGS oie oie oiwri2 Swrara sie dioloe eecale oe 1,800 
First wOrteaee DOBUS PAVADIC. \..5.5.s00)6 505s soa owe ies 90,000 
Allowance for depreciation—buildings ................ 33,750 
Allowance for depreciation—machinery ............... 32,100 
Conimon stock ($100:nar value) <0... o6asos cea ws cece 75,000 
MORIRORE Wisig ciciats <a ras wie ee ee es aE Ee OO ae as (39,150) 


$325,250 

Additional information: 

(1) Of the total accounts receivable $10,300 are believed to be good. The other accounts 
are doubtful but it seems probable that 20% finally can be collected. 

(2) A total of $15,000 of the notes receivable have been pledged to secure the note pay- 
able to the First Bank. All except $2,500 of these appear to be good. Interest 
of $800 is accrued on the $12,500 of good notes pledged and $300 is accrued on 
the $15,000 payable to the bank. The remaining notes are not considered col- 
lectible. 

(3) The finished machines are expected to be sold for one-third above their cost but 
expenses in disposing of them will equal 20% of their sales price. Work in 
process can be completed at an additional cost of $15,400 of which $3,700 would 
be material used from the raw material inventory. The work in protess, when 
completed, will probably sell for $40,000 and cost of sale will be 20% of sales 
price. The raw material not used will realize $8,000. Most of the value of tools 
consists of special items. After completion of work in process, the tools should 
sell for $3,000. The supply inventory which will not be needed to complete work 
should sell for $1,000. 

(4) Land and buildings are mortgaged as security for bonds. They have an appraised 
value of $95,000. The company recently purchased $20,000 of machinery on a 
conditional sales contract. They still owe $12,000 principal on this contract which 
is included in the notes payable. These machines have a current used value of 
$10,000. Depreciation taken on these machines amounts to $1,800. The remain- 
ing machinery is believed to be salable at $10,000 but cost of selling it may be 
$1,000. 

Required: 

a Prepare a statement showing the estimated deficiency to unsecured creditors, 
indicating clearly the causes of the deficiency. You need not consider any 
expenses of liquidation which are not stated in the information given. 

b Compute the percentage of probable payments to the $52,000 accounts payable. 

(Continued on page 535) 
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Conducted by BENJAMIN Harrow, C.P.A. 


New Federal Policy on Depreciation 


Under date of May 11, 1953, the 
Internal Revenue Bureau issued a 
Mimeograph! on a new policy toward 
the deduction for depreciation. Since 
1934 it has been the policy of the Rev- 
enue Bureau to make the taxpayer 
justify depreciation deductions. The 
new policy is not to disturb this deduc- 
tion unless “there is a clear and con- 
vincing basis” for questioning it. 

The Bureau says that “the amount of 
the deduction is largely a matter about 
which there may be reasonable differ- 
ences of informed judgment... .” The 
purpose of the deduction is to permit 
taxpayers to recover the cost of de- 
preciable property over its useful life 
through annual deductions. The field of- 
fices are instructed to consider whether 
depreciation rates used by a taxpayer 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving as one of the Vice- 
Presidents of the Society and is also 
on the Society’s Committees on 
Awards and Publications, and is past 
Chairman of its Committee on State 
Taxation. He is also a member of 
the Institute’s Committee on Federal 
Taxation and its Council. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 


New York City. 











1 No. 183. 


are fair and reasonable under the cir- 
cumstances ; whether the taxpayer has 
followed a consistent practice in arriv- 
ing at the amount of depreciation de- 
ductions; whether in the light of all 
factors “including reasonable _toler- 
ances,” any proposed adjustments are 
substantial. 

Effective May 12, 1953, “it shall be 
the policy of the Service generally not 
to disturb depreciation deductions,” ex- 
cept where there is a clear and convinc- 
ing basis for a change. The new policy 
affects all open years for which agree- 
ment as to tax liability has not been 
reached. The chief purpose of the rul- 
ing is to reduce controversies with 
respect to depreciation. 

The State Tax Commission has al- 
ways had a liberal policy on deprecia- 
tion deductions. Generally it has made 
changes where changes were made by 
the Internal Revenue Bureau. The new 
federal policy will most likely be fol- 
lowed by the State. 


Penalties for Late Filing of Returns 


Generally if a tax return is due on 
a certain day, it must be in the office 
of the collecting agency on or before the 
due date. A recent case? raised the 
issue of whether a penalty for late fil- 
ing should be asserted because an estate 
tax return though mailed on the due 
date was not received in the Collector’s 
office until the following day. Under 
a strict interpretation of Section 3612 
(d) (1) of the I.R.C. the Tax Court 
upheld the penalty. The decision was 
reversed by the Sixth Circuit on the 
ground that the executor relied upon 
her attorney to prepare and file the 
return on time. 


2 Estate of Fisk, C.A. (6), April 16, 1953, rev’g. T.C. Memo, January 28, 1953. 
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The State Tax Commission in recent 
years has been applying similar penalty 
provisions more freely than before. 
Perhaps such penalties will be abated 
where taxpayers rely upon their tax 
advisers for proper filing of returns. 

It should be noted that, in the case of 
income tax returns due March 15th, 
the Commissioner each year issues a 
special ruling that returns postmarked 
on March 15th will be accepted as re- 
turns timely filed. That ruling does not 
of course apply to estate tax returns 
nor to fiscal year returns due on other 
dates, nor obviously to New York State 
returns. 

I1t the case of New York franchise 
tax returns there is even some doubt 
whether the return is timely filed if it 
is sent to the New York office on the 
due day instead of to the Albany office. 


Changing from Cash to Accrual 
Basis—Treatment of Opening 
Inventory 
\rticle 13 of the Regulations pro- 

vides that a taxpayer shall report his 
income when he receives it “unless in 
order clearly to reflect income such 
amounts are to be properly accounted 
for as of a different period.” The Reg- 
ulation thus provides for the use of 
the cash basis but sanctions the accrual 
basis. The next sentence in the Regu- 
lation states that where “it is necessary 
to use an inventory, no accounting in 
regard to purchases and sales will cor- 
rectly reflect income except an accrual 
method.” The federal provisions are 
similar. 

Suppose a taxpayer has been report- 
ing his income on a cash basis and the 
Internal Revenue Bureau decides that 
he should report on the accrual basis. 
In computing net income for the year 
of change-over may the taxpayer use 
an opening inventory, since the items 
included in this inventory have been 
charged off as deductions in prior 
years’ If he may not do so his true 
net income for the year of change-over 


3 82 F (2d) 249 (1936). 
+ Dwyer, C.A. (2), April 13, 1953. 
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will be overstated. This issue had been 
before the courts in the Hardy case} 
and the Second Circuit had held that 
the taxpayer could not use an opening 
inventory since he would be getting 
the benefit of a double deduction. The 
same circuit has recently overruled the 
Hardy case* and now holds that a tax- 
payer who is required to change from 
a cash basis to an accrual basis may 
include the opening inventory in de- 
termining taxable income. Clearly it 
would be improper to determine income 
incorrectly in the year of change-over 
merely because the income was incor- 
rectly stated in a prior year through 
a deduction improperly taken. Cer- 
tainly this is true in the absence of 
fraud. 

Perhaps earlier years should also be 
opened up if the statute of limitations 
has not run for those years. But for 
some year the use of an opening in- 
ventory would under this decision have 
to be permitted. This decision opens 
up the possibility of taxpayers estab- 
lishing a sound and correct basis for 
reporting income without a tax penalty 
where for years they have been using 
an incorrect basis. The rule of the 
Dwyer case should be the same whether 
the taxpayer himself changes to a cor- 
rect basis for reporting income, or 
whether he is required to do so by the 
Internal Revenue Bureau. It remains 
to be seen whether the State Tax Com- 
mission will follow the decision in this 
case. 

The Society’s Committee on Federal 
Taxation has submitted a number of 
recommendations for modification of 
the Internal Revenue Code. Among 
them is one with respect to this problem 
of correcting an incorrect accounting 
method. The Committee would not 
grant the tax advantage permitted in 
the Dwyer case. It proposes that the 
correct tax be increased by the tax that 
would have been payable in the earlier 
years if the correct method had been 
employed in those years. 
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Sound Accounting Principles v. Tax 
Accounting—Prepaid Rent 


Sections 41, 42, and 43 of the In- 
ternal Revenue Code would appear to 
sanction the use of sound accounting 
principles in the determination of tax- 
able income. Nevertheless over the 
years other principles and considera- 
tions have crept into the law, chiefly 
through court decisions which have dis- 
torted seriously sound accounting prin- 
ciples. A recent Tax Court decision 
highlights one of the more serious dis- 
tortions of sound accounting principles 
under the income tax law in the treat- 
ment of prepaid rents. 


In this case the taxpayer reported on 
a fiscal year basis ending January 31st. 
During the fiscal year ending January 
31, 1948, the taxpayer had received 
some rental income which was appli- 
cable to the period after January 31, 
1948. According to sound accounting 
principles the portion of the rent re- 
lating to the period after January 31, 
1948, was correctly set up as prepaid 
rent to be considered as income in a 
subsequent period. On the principle 
that the prepaid rent was received un- 
der a present claim of right and sub- 
ject to the taxpayer’s unfettered control 
it was held to be taxable income in 
the year of receipt even though the 
taxpayer was reporting his income on 
the accrual basis of accounting. The 
court followed the precedent set up in 
a number of cases® holding to the same 
effect. 

This is one situation that should be 
corrected by Congress in the next re- 
vision of the Code. There really is no 
valid reason for continuing this par- 
ticular distortion of sound accounting 
principles in the tax law. For years 
the American Institute of Accountants 
and our own Society have been recom- 
mending a change in the law to make 
tax accounting conform with sound ac- 
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counting principles, as practised by the 
business community, in the treatment of 
prepaid rents. 


Sound Accounting Principles v. Tax 
Accounting—Apportionment of 
Rents as Between Buyer and 
Seller 
The Hyde Park Realty, Inc. case 

presented another issue affecting sound 
accounting principles. The taxpayer had 
purchased the property on February 14, 
1947. The contract provided that rents 
should be apportioned between the 
buyer and the seller. In accordance 
with the contract the taxpayer received 
a credit of $8,724.06 representing rents 
received in advance by the seller ap- 
plicable to the period subsequent to 
the closing of title. Presumably this 
was all taxable to the seller under the 
claim of right theory. The taxpayer 
argued that if the prepaid rents are 
held to be income when received, in 
spite of sound accounting practice, then 
the adjustment for rents received by 
the seller should be treated as an ad- 
justment of the purchase price. 

The court held that the credit for 
rents received by the seller applicable 
to the period during which the pur- 
chaser owned the property was income 
to the purchaser and not an adjustment 
of the purchase price. From a sound 
accounting standpoint the decision is 
correct, but it is inconsistent with the 
tax treatment as applied to prepaid 
rentals. Does the court imply that this 
credit is to be taxed twice, once to the 
seller when received by him, and again 
to the buyer when he receives a credit 
against the purchase price? Or does 
the seller get a deduction for the credit 
in the year the property is sold? 

In the case of the proration of real 
estate taxes the buyer is required to 
treat the adjustment for such taxes as 
an adjustment of the purchase price. 


5 Hyde Park Realty, Inc. v. Commissioner, 20 T.C., No. 6. 
_ © Palm Beach Aero Corporation, 17 T.C. 1169. Hirsch Improvement Co. v. Commis- 
sioner, 143 F (2d) 912, cert. denied, 323 U. S. 750. Astor Holding Co. v. Commissioner, 135 


F (2d) 47. 
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Why is the proration of rents to be 
treated differently ? 

It would seem that these questions 
could be resolved equitably and satis- 
factorily if the sound accounting prin- 
ciples were fully accepted for tax ac- 
counting purposes. 


A Note on Deputy Commissioner 
Emory W. Burton 


The news of Commissioner Burton’s 
retirement this month after 43 years of 
service with the State is hard to accept. 
For more than 20 years it has been my 
pleasure to know and to work with 
this exceptional state administrator, in 
several capacities. As an advocate of 
taxpayers seeking a ‘correct’ interpre- 
tation of the franchise tax law, I found 
a modest, forceful tax administrator 
ready to listen and to study with the 
taxpayer the situation presented. You 
had the feeling that you were asking 
a fellow practitioner to study a tax 
problem with you. It didn’t matter 
whether you lost the case or won 
the case. The primary consideration 
seemed to be to determine the correct 
result. 

As chairman of the Committee on 
State Taxation, I often called on Wally 
to talk to our members or to be present 
at our technical sessions. Several 
things impressed me in these contacts 
with him. First, his modesty. In the 
earlier years his shyness made him feel 


that he was not sufficiently adequate as 
a speaker. If that ever was so, he 
certainly overcame that feeling rapidly. 
His talks to us have been uniformly ex- 
cellent and, what is more, he always had 
something to say. At our technical ses- 
sions he was present to set us right if 
we wandered too far afield. 

As a member of the Tax Advisory 
Group in 1944 and 1945, I met the ideal 
tax administrator. He was there to 
safeguard the revenues. With his years 
of experience and wisdom he was a 
wholesome influence in preventing us 
from introducing too radical depar- 
tures. But no one worked more sym- 
pathetically in helping the new law 
work once the changes were made. 

As a delegate at tax conferences and 
in casual meetings I found the same 
modest, unassuming, genial personal- 
ity; never opinionated, always ready 
to listen to some new angle, quick to 
see the flaws in your argument be- 
cause he knew the Tax Law so 
thoroughly. 

It is not surprising that a number 
of tax organizations are planning a 
dinner to do honor to Wally Burton on 
the occasion of his too early retire- 
ment from public service. The Tax 
Executives Institute, Controllers Insti- 
tute, National Tax Association, Federal 
Tax Forum and others are making ar- 
rangements for an outstanding ovation 
at the Waldorf Astoria on September 
8, 1953. 
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Office and Staff Management | 


A forum for the exchange of views and information on all | 
aspects of the administration of an accounting practice. 











Conducted by Max Btock, C.P.A. 


C.P.A. Office Managers’ 
Discussions 


At the June meeting several interest- 
ing subjects were discussed, among 
which the following are noteworthy : 


Pencil copy monthly reports 


There are times when the submission 
of a monthly report in pencil, repro- 
duced to provide as many copies as 
needed, may be expedient. The follow- 
ing illustration brings out the reasons 
for its use and the benefits to the client 
and the accountant. 


A chain store organization custom- 
arily receives a monthly report from its 
accountant. Some of the exhibits in- 
clude data concerning the individual 
stores and for this reason a large num- 
ber of columns are used. Considerable 
time is required to prepare these mas- 
sive exhibits and not much less time to 
type them. The client clamors for im- 
mediate delivery of his report yet the 
accountant, however efficient, cannot 
comply. 

In desperation the accountant turns 
over the pencil statement to the client 
for review by him. Eventually the 
client asks why the pencil statement 





Max Brock, C.P.A. (N. Y., Pa.), 
is a former chairman of the Commit- 
tee on Administration of Account- 
ants’ Practice of the New York State 
Society of Certified Public Account- 
ants. He is a lecturer at The City 
College of New York in the graduate 
course on Accounting Practice. Mr. 
Block is a member of the firm of 
Anchin, Block & Anchin. 
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cannot be left with him, as he can do 
without a typewritten copy. Finally the 
accountant develops the idea of giving 
the client a photostat of the pencil 
copy, which can be produced in a mat- 
ter of just minutes. 

In this case the client gets what he 
wants—when he wants it. The account- 
ant and his typist are spared from 
nervous wear and tear trying to rush 
out the report. Net result—all are 
happy—time and labor are saved. 

However, there are certain profes- 
sional problems raised by this method. 
Is it in the accountant’s long range in- 
terests to avoid the formal, typed re- 
port? Does it lower the profession’s 
standards? Will the pencil copy report 
be used other than for analysis by the 
client ? 

It does not necessarily follow that 
there will be a detrimental aftermath. 
A pencil copy monthly report is not 
likely to be used by any intelligent busi- 
ness man for credit purposes. It would 
be obvious to a third party that the 
statement has no formal status. No ac- 
countant’s name appears on it and no 
comments or letter of transmittal are 
attached. If the accountant’s relations 
are otherwise on a high plane, and if 
the reports used for stockholders, credit 
grantors, and others, are in good, typed 
form, there need not be any deteriora- 
tion in the client-accountant relations 
or standards. 


Inventory instructions to clients 


A manual of instructions covering 
inventory-taking and pricing materials 
is a very valuable management tool. 
The use of such a device simplifies the 
accountant’s job of determining the 
client’s methods and of satisfying him- 
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self as to their soundness. Based on 
the effectiveness of the procedures the 
accountant can fix the extent of his 
observations and tests. 

However, only the most efficiently 
organized companies have such man- 
uals. Many large and most smaller 
companies operate on the basis of prior 
practice and the management’s under- 
standing of what is required. For this 
reason accountants find it necessary, 
where inventories are material, to re- 
view annually with management the 
procedures and policies that will be car- 
ried out. This method, however, is sub- 
ject to the frailties of all that depends 
on memory and rote. 

Accountants and clients both would 
benefit materially if inventory manuals 
were developed. This is not as huge a 
task as may appear at first glance, con- 
sidering the number of clients involved, 
if a master inventory manual is used 
as a guide. The benefits to be derived 
from the initial investment of time 
would pay many times over in uni- 
formity of practice, improved accuracy, 
and saving of time. 

The subject should be raised by the 
accountant. Where the client’s organ- 
ization is capable of compiling a man- 
ual, the accountant would merely re- 
view. In some cases the two could 
collaborate, in other instances the ac- 
countant could undertake to do the job, 
as a special engagement. 

Inventories very often are the major 
audit and report problem. An inven- 


tory manual will go a long way to al- 
leviate the difficulties. 

There is considerable literature avail- 
able on inventory methods, which, if 
utilized, will facilitate the preparation 
of manuals. 


Speeding Up Reading 

Most people, we are told, have read- 
ing defects which slow them down con- 
siderably and even affect their powers 
of comprehension. There is no reason 
to assume that accountants, who are re- 
quired to do considerable reading for 
non-recreational purposes, are excep- 
tions. 

We are also told that it is possible 
to overcome to a considerable extent, 
if not fully, such retarding habits as, 
lip shaping, reading aloud, looking 
back, listening to the words, etc., by 
instruction and practice. Reading time 
can be cut in half or more, in many 
cases. Also, we are advised to glance 
at the first and last paragraphs of an 
article, and the first and last chapters 
of a book, with the idea of preparing 
ourselves for what is to come, thereby 
improving the absorption and compre- 
hension of the material, and perhaps 
saving over-all reading time. 

This subject is discussed very inter- 
estingly in an article in the May-June, 
1953, issue of the Harvard Business 
Review, page 131. The chances are 
that you will do something about this 
condition, even if you do not seek out- 
side assistance, if you read this article. 


Gr 


AN ADIRONDACK VIEW 


The Conference at Saranac Inn in June opened, was, and ended: Nobody got dunked 
in the lake—perhaps we need a system of awarding this honor annually. 
There were three CPA father-and-sons there: Hecht, Hoch, and Surdam. We were 


proud of them—and envious. 


President Alden Smith was as smooth a presiding officer as ever handled a gavel—even 
tho he didn’t have anything to use for a gavel. Our officers certainly throw a lot of time 
and energy into their work for us—so, when you read this, lift up a “thank you” to them. 


A lot of pertinent problems got laid out on the table 


and given 








or floor, or somewhere 


a going over. We didn’t find all the answers, guess we'll have to meet again next year—so, 


we'll be seeing you in June, 1954. 
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Leonarp Houcuton, CPA 
“Adirondack Chapter.” 
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Office and Staff Management 


Book Reviews 


(Continued from page 482) 


is that they include enough material to whet 
the reader’s appetite, and yet they do not 
include any reference to source material or 
guide for further reading. Despite this de- 
ficiency, this book has a definite place in 
current accounting literature. For a young 
man entering private accounting, it provides 
an excellent survey of the areas of manage- 
ment which he is likely to encounter in his 
career, with a particular emphasis on one of 
them. For the experienced administrator it 
provides an opportunity to crystallize his 
thinking on many topics related to his own 
responsibilities. 

The section entitled /nternal Auditing is 
organized in the familiar fashion of many 
auditing texts. After the usual introductory 
material, there is a chapter on each of the 
major areas of audit: cash, receivables, pay- 
rolls, etc. Each chapter contains a detailed 
audit program for its own area, plus a check- 
list of internal control procedures. The ma- 
terial in this section compares favorably with 
that found in conventional auditing texts, 
with the emphasis being placed on the internal 
control and reporting functions of accounting, 
rather than the certification of financial 
statements. 


‘lhere are several valuable appendices, any 
one of which by itself can be worth the 
price of the book to someone setting up or 
administering the internal audit function. 
These include: 

Typical Organization Manual—26 pp. 

Statement of the Responsibilities of In- 

ternal Auditor—4 pp. 

Training Program for Internal Auditors— 

8 pp. 
Typical Internal Auditing Manual—68 pp. 
Questionnaire Survey: Review of Internal 
Control—20 pp. 
The last two appendices can be equally valu- 
able to the public accountant as guides to 
good audit practice. And the review of in- 
ternal control is a very good one: it will 
almost certainly cause embarrassment to per- 
sons responsible for internal control in any 
company where it is applied. 

The overall result of the authors’ labors 
is a book that is equally valuable as an intro- 
duction to the field of internal auditing and 
accounting, and as a helpful reference work 
on specific problems in auditing. 


LESTER AGELOFF 
Woonsocket, R. I. 
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The 115th New York CPA Examination 


(Continued from page 528) 
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The following financial facts pertain to corporations R and S which had mutual 


holdings during and at the end of the fiscal year 1952: 


Of the issued capital stock, 


MLUMROS cis tie eters hanneie ne wie 
SOWING Fa) oc. chakd soa c/n oleres arse eee 


Net assets (exclusive of investment accounts)—December 31, 


BN cr ndertairicert onierhie § ce ala tia eetesee 
Dividends declared during 1952 .... 
1952 Net income (after taxes), exclusive of dividends ...... 


Corporation 
R S 
(ie taraadoniears cael 10% 50% 
4 hee ei AL hereas EAU coe arora 20% 10% 
PP Pe eto $540,000 $590,000 
sede gnieg Lunaeeee ty Heke ? 18,000 
53,000 60,000 


There has been no change in the mutual holdings during the year. Each corpora- 


tion carries its investment account at cost. 
Required . 





a Compute the dollar equity of outside shareholders in the total net assets of 
R and S respéctively. 

b Compute the dollar amount of dividends declared in 1952 to which the outside 
shareholders of R are entitled, assuming that R declared as dividends its 
total 1952 net income after taxes. 

6 [10] 

There are four general methods for distributing profits to the shareholders of a 
Building and Loan Association. Using the figures below, you are asked (a) to illustrate 
any one of these methods, and (b) to explain and criticize the method. 

Number of Dues Paid at 


Series Shares $1.00 per Month 
1 500 $18 
2 400 12 
3 300 6 


The profit for last year was $35 and the profit for this year is $282.30. No shares 
nave been cancelled during either year. 


195? 535 





He Was the Last Man 


Lc. Hector A. Cafferata Jiy L. WAS DURING the Chosin reservoir fi 
USMCR ing. Against F Company’s hill position 
Reds were attacking in regimental strength 
Medal of Honor The last of Private Cafferata’s fire-tear 
: mates had just become a casualty, leaving § 

i } gap in the defense line. If the enemy co 
exploit it, they could smash the entig 

perimeter. 


Exposing himself to devastating fire, Pr 
vate Cafferata maneuvered along the 
Alone, he killed fifteen Chinese, routed th 
rest, and held till reinforcements plugg 
the hole. 


The Reds hit again. A grenade fell into 
gully full of wounded. Private Caffera 
hurled it back, saving the men but sufferin 
severe wounds. Ignoring intense pain, he sti 


fought on until a sniper got him. 


“If we really want to protect ourselve 
from the Commies,” says Private Cafferate 
now retired because of wounds, “we've go 
to go all out. And one thing all of us at hom 
can do—should do—is invest in our coun 
try’s Defense Bonds. Sure, Bonds are 0 
personal savings for a rainy day. But they'ré 
more—they’re muscle behind our Gls 
bayonets, too!” 


x * * 


Now E Bonds pay 3%! Now, improved Series E 
Bonds start paying interest after 6 months. 

average 3% interest, compounded semiannually 
when held to maturity. Also, all maturing E Bonds 
automatically go on earning—at the new rate~ 
for 10 more years. Today, start investing in Series 


Peace is for the strong! 


For peace and prosperity save with E Bonds through the Payroll Savings Plan; you cat 
U.S: Defense Bonds! sign up to save as little as $2.00 a payday if you wish, 
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